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. Editorial S 
wasin 


The current Joint editors are preparing to hand over their tasks. Bob Parker began to edit this 
Journal in 1975, taking over from the founding editor, Walter Taplin. Chris Nobes first acted as 
editor for a year in 1981/2. Oyer this period the contents of the journal have moved with the subject 
and become more complex, and the average length of each issue has grown. 

The journal depends on good submissions of papers; hard-working editorial board members and 
ad hoc referees; and loyal subscribers. In all of these, we have been fortunate. We now receive about 
150 papers each year and publish about 35. We are most grateful for the excellent work of our 
referees in handling all these-papers. As for subscribers, despite straitened times, the subscription 
list has even increased over the past five years. 

We are also grateful for the‘iong-running support of the Institute, to Geoffrey Holmes and now 
Andrew Darnill; and to the Institute’s Research Board, who have come forward with occasional 
sponsorship and have guided the recent discussions on editorial changes. . 


... . and in with the new 


The old editors are particularly pleased to be handing over to Ken Peasnell of the University of 
Lancaster. The process will be gradual, with full transfer being completed only by the end of 1993. 
There will be some changes to thé journal. For example, because of the increasing number of good 
papers in accounting and auditing, there will be little room for finance papers. However, the journal 
will remain broad-based and accessible to a wide range of academics, students and practitioners. 

From now on, all mew manuscripts should be sent to Ken Peasnell. All correspondence on 
manuscripts in progress should be sent to Chris Nobes until the end of August 1993, after which 
Ken Peasnell should receive correspondence on all papers. Book reviews will continue to be handled 
by Bob Parker for the time, being. 
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Cash Flow Estimation and Cost of Capital 
for Overseas Projects _ 
Sharif N. Ahkam and James C. Baker* 


Abstract —Several issues concerning foreign project evaluation are critically examined. The paper suggests that the 


point of view for analysis, cost of capital and cash flow estimation be in 
of analysis, local, global, and parent specific, are identified and various inconsi 


y consiste nt. Three points of views 
ies in the estimation of the initial 


outlay and project cash flows are identified. The elimination of the inconsistencies i is discussed. It is argued that the 
treatment of blocked funds is relevant only from the parent specific point of view. A number of alternatives for the 
estimate of the terminal value is also suggested. The differences between the parent specific point of view and the 
global and local views are sharply drawn. An integrated scheme is also presented to underscore the need for 


consistency in evaluating foreign investments. 


Introduction 


A substantial degree of interest in international 
corporate finance is evident in the fairly steady 
stream of journal articles as well as new journals. 
A significant proportion of such articles and jour- 
nals is devoted to the area of capital budgeting and 
cost of capital. The contribution of this paper lies 
in refining the techniques commonly applied in this 
area and clarifying their implications. Refinements 


` are clearly necessary as long as the existing instru- 


ments may lead to an incorrect decision on a 
problem. 

As the title suggests, the focus of this paper is on 
the cash flow estimation and the cost of capital 
determination for a foreign project. In introduc- 
tory corporate finance text books, the estimation 
of project cash flows and the determination of the 
cost of capital are often discussed in separate 
chapters. In whatever sequence they come, the 
suggested manner of determining the cost of capi- 
tal in one chapter is consistent with the manner of 
project cash flow estimation in a different chapter. 
Unfortunately, the same cannot be said about the 
introductory international corporate finance text 
books. The purpose of this paper is to identify such 
inconsistencies and to develop standardised ap- 
proaches to estimating appropriate discount rates, 
and to estimating project cash flows. The presen- 
tation is made from the point of view of an 
American firm and amounts are stated in US 
dollars. 


*The authors are, respectively, assistant professor of finance, 
College of Business and Administration, Duquesne University, 
and professor of finance and international business, Graduate 
Schoo! of Management, Kent State University. They are grate- 
ful to two anonymous referees for helpful and constructive 
comments. The errors remain the responsibility of the authors. 


Review of cost of capital measures 


Brick and Weaver (1984) discuss four different 
discounting techniques in evaluating capital bud- 
geting approaches. Gitman and Mercurio (1982) 
found at least five different weighting schemes in 
practice for calculating cost of capital. In another 
survey of multinational companies (MNC), Baker 
(1987) documented that no uniform method is used ` 
to determine the discount rate. This clearly points 
to a certain degree of uncertainty about the correct 
method of determining a discount rate. 

In this section, ‘the general way of determining 
the cost of capital will be discussed, and then 
interpreted from three different perspectives: (1) 
global, (2) local, id (3) parent specific. The 
weighted average cost of capital (WACC) and | 
hence the discount rate, in a simple capital 
structure is given by: 


WACC a KU-)EWeK 0 


where W, is the Weight of debt, and W, is the 
weight of equity in the capital structure, Kyi is the 
before-tax cost of debt; K; i is the cost of equity, and 
tis the effective tax rate. When thé K, is determined 
according to the capital asset pricing model 
(CAPM), the WACC equation may be expanded 
as follows: 


WACC = W,-K,(1 — Y) 
+ WK, (Ka — Ky) beta] . 2) 


where K, is the return on the market portfolio, K. 
is the risk-free rate and ‘beta is the index of 
systematic risk of the equity. 

The three perspectives ‘differ in weighting 
schemes and in component costs. According to the 
first perspective, the ap s gp rete discount rate for 
a foreign project is’ affiliate’s local cost of 


wt 


~ 


capital. The affiliate is assumed,-to carry a capital 
structure that follows local norms, and the cost of 
capital of the affiliate is rou thly the same as that 
of a typical local firm in thé same industry. W,, 
W., Kas Ka, t, K ,, and the equity beta are locally 
determined. In this paper, the resulting discount 
rate is identified as the local WAGC. Note that the 
local WACC is meaningful only if the project 
operating flows are stated in local currency units. 
Otherwise, it will amount to vgluing oranges in 
terms of apple prices. Once the ‘project is for- 
warded for parent approval with flows restated in 
dollars, the local WACC is no longer a valid 
discount rate. "y 

The weighting structure of the local WACC 
needs further examination. In a\simple structure, 
long term funds applied to a project may be traced 
to four sources: from the parent in the form of 
equity, from the parent in the form of debt, from 
local equity holders, and from focal long-term 
creditors. However, it is unlikely that local credi- 
tors would allow repayment of parent loans before 
the amounts due to them and to local creditors are 
paid off. At the time of liquidatiom parent loans 
are likely to be treated as equity by all parties 
concerned. Further, they would /like to compare 
their returns with that of thé parent, and for 
accepting the same project risk} they will not allow 
the parent to receive higher returns. (Neither will 
the local market.) Thus, the relative weight of the 
parent involvement, in the formpof both equity and 
loan, should be lumped together and the return on 
this combined portion of total long term funds will 
be no more than the return on the local equity. 
Therefore, W; in this model is the sum of the 
weight of parent equity, W), the weight of local 
equity, W,, and the weight\of parent loan, W,.' 

According to the second perspective, the dis- 
count rate should reflect thé MNC’s world-wide 
capital structure and the costs the MNC 
incurs by raising money at the lowest available 
costs in the world market. The weight of debt in the 
MNC’s capital structure is obtained using the sum 
of external debts of all of its subsidiaries, and the 
weight of equity by the sum of external equities of 
all subsidiaries. This discount rate, identified as the 
global WACC, presumes that a world-wide risk- 
free rate, Ky, and K,,, the return of a world market 
portfolio, exist, and that beta is the systematic risk 
index of the equity financed portion of the project 
relative to the world market portfolio. It is ex- 


'If the subsidiary also has Jó cal ownership and a common k, 


is not acceptable, then totaliequity must be split into two parts 
consisting of local equity and parent equity where local equity 
holders must have the locally determined return and the parent 
must have a lower return.after it receives the various flows from 
the above-mentioned ;sources (which will be deducted for 
determining cash flows). It.will be difficult to justify the parent 
receiving these cash flows of accounts as well as getting 
a return equal to that of local equity holders. 
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tremely difficult to determine what the world port- 
folio should consist of. Besides, one must decide 
the currency denomination that best represents the 
world value of assets and returns on them. For the 
same reason, the world-wide K,, is difficult to agree 
upon. Therefore, most decision makers will fall 
back on using an appropriate home market index 
and the risk-free rate prevailing in the home 
market (though imperfectly) for practical pur- 
poses.* This is likely to result in a project beta 
different from the one to be used to determine K, 
for the local WACC, since all the components of 
equation (2) are different. 

In a well-integrated world economy, it is not 
necessary to make the analysis from both the local 
and the global viewpoints. If the local currency free 
cash flows of a project are discounted at the local 
WACC, the NPV of the project is obtained in the 
local currency. Using the spot rate, this present 
value may be converted to the parent currency 
NPV. Theoretically, this should be identical to the 
net discounted value of the project flows stated in 
the parent currency and discounted at the global 
WACC. This approach is essentially the same as 
the one suggested by Copeland et al. (1990) in the 
context of the valuation of overseas subsidiaries. 
If a world wide equilibrating process leads to 
identical capital structure and tax rates globally, 
the local WACC will be comparable with the 
global WACC through exchange rates. Such a 
process is demonstrated in Figure 1. 

The local and the global discounting models 
keep the financing flows separate from the project 
operating flows. However, a different discount 
rate from the parent perspective should be used 
for theoretical, practical and empirical reasons. 
The main reason lies in the way cash flows 
are estimated according to the two viewpoints. The 
amounts of investment in the project and the 
compensation for the components of the invest- 
ment are likely to be viewed differently. The re- 
quired return on the investment may not be the 
same for the affiliate and the parent. The benefits 
of international diversification reported by many 
researchers (Bailey and Stulz, 1990; Lee and Kwok, 
1988; Mathur and Hanagan, 1983) and their 
implications for the cost of capital are relevant 
only from the parent point of view. Agency costs 
(Lee and Kwok, 1988, p. 208), political risk and 
other costs associated with overseas units are also 
likely to influence the cost of capital for the parent 
(Choi 1986, p. 158). Moreover, the project may 
have a financing structure different from the 


*This is essentially a mix of the Zenoff and Zwick (1969) 
approach in which costs are determined in the world markets, 
and the Shapiro (1978, 1983) approach where costs are adjusted 
to reflect project risk and benefits of market segmentation. 
Shapiro (1983) also allows for a variation in the capital 
structure to be responsive to local market conditions. 
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Figure 1 
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The Relationship between Local WACC and Global WACC in an Integrated World Economy 


Assumptions 


Ç 


1. Exchange rates ‘anes to offset the weighted average costs of capital wes countries. 


- 2. Project life: one year 
3. Tax rate: 40% 


4. Initial exchange rate: one unit of local currency = one unit of home (global) currency 


LC 1.00 = HC 1.00 





Local Point of View 


Capital 

Component Amount Weight 
Equity 600 0.60 
Debt 400 0.40 


After-tax 
Total flow = (LC 720+ LC 424) = 


Local WACC = 0.40 (10)(1-0.40) + 0.60(20) = 14.4% 


` 
Local Return Local Currency Total 
Required Return Flow 
20% 120 720 
10% 440 











Spot (1 + WACC,,...)/(1 + WACC tome) 
1- (1.1152/1.144) = HC 0.974825 






Global Point of View 





7 


Capital Local Return Local Currency Total 
Component Amount Weight Required l Return Flow 
Equity 600 0.60 16% `—. 96 696 
Debt 400 0.40 8% l 32 432 

After-tax .9.20 419.20 
Total Flow = (HC 696 + HC 419.20) = ¢ - 1,115.20 
Local WACC = 0.40 (8)(1-0.40) + 0.60(20) = 11.52% j 


Note that (1 + WACC,,)= (1 + WACC, 24) x (Year end’ Exchange Rate + Opening Exchánge Rate) 


1.1152 = 1.144 x 0.974825 


parent's capital structure. Several studies have 
indicated that a country effect may cause the 
capital structure to vary from country to country 
(Aggarwal, 1981; Collins and Sekely, 1983; Sekely 
and Collins, 1988). l 

According to the parent perspective, the world 
capital markets are implicitly divided into two 
parts. One part consists of the segmented host 
country only. The other part consists of the rest of 
the world. Implicitly, an affiliate project is partially 
(or fully) funded by the parent (with capital 
brought in externally) and the parent receives well 
defined compensation on this part of the invest- 
ment. The effective debt and equity proportions 
are likely to meet the local norms. Ensuring 


- 
Ñ 


the compatibility with 1 local norms may upset the 
debt-equity mix of the parent from the global 
viewpoint. This is noða serious concern since it 
will be offset by investments in other segmented 
markets and since a single project (or the small 
affiliate) will have little impact on the weights of 
capital components from the global viewpoint. 
According to the narrow parent specific view- 
point, only the net project cash inflows accessible 
by the parent are recognised as project cash flows. 
These cash flows may be. seen as well defined 
compensation for the Aa S of parent funds 
(raised globally, exclusive of local capital in the 
form of equity or debt) for “the investment project. 
The cash flows would include net dividends paid 


r 
r 
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only on parent holding, net interest paid to the 
parent, various fees and royalties, etc. Thus, the 
discount rate according to the third perspective, 
identified as the parent speci ifr WACC, is roughly 
the same as the global WACC, but it is applied 
only to those cash flows specifie y flowing from 
the project to the parent. 


/ 
The implied required ia of capital 
components 


The total capital invested in the’ cien project, 
L, is contributed by the long-term debt holders 
and equity holders according tothe proportions 
appearing in the WACC equation. Therefore, the 
long-term creditors presumabl provide M= 
W,-I,, and the equity holders provide L = Wed, 
where W,+ W,= 1. On their portion of invest- 
ment, J,,, the long-term creditors require a return of 
K,, or equivalently, require that: ; 


Wal, = Ky: Wael, Z/a F K,)) 
+ nor +K) O) 


The above equation reflects the assumption of a 
constant rate of interest on the amount of invest- 
ment, and that the investment itsélf is retired at the 
end of the project life, n years: 

As for the equity holders, they want the user to 
meet the following condition:- 


W, 1,< > (FTE K,)’) 


(4) 
where FTE, represents the projec t cash flow avail- 
able to the equity holders in the ith year. The 


compensation to the equity holders includes divi- 
dends and capital gains. Conditions (3) and (4) are 
obtained simply by splitting, the common (NPV) 
tule into two parts, deen dares required re- 
turns on the two forms of capi According to the 
NPV rule, a project should be accepted if: 


ZPF, /0 + WACC))—1,=NPV20 (5) 


where PF, is the residual flow: from the project 
available in the ith year for distribution among 
the long-term creditors and the equity holders. 
Meeting condition (5) means that conditions (3) 
and (4) are also simultaneously satisfied. This may 
be demonstrated with a simple example. 
Consider a five year project requiring an initial 
outlay of $10,000,000 and a capital structure con- 
sisting of 40 percent debt and 60 percent equity. 
The long-term creditors presumably contribute 
0.40 x $10,000,000 = $4,000,000 for funding this 
project, say at 10 perce ‘t annual interest. Thus, the 
creditors must receive, (W, L): K, = $4,000,000 x 
0.10 = $400,000 (for i plicity, say for five years, 
the project life). According to equation (3) they 
must also get the original amount of the debt back. 
After paying the creditors off, the project must 
generate enough residual: i flow to satisfy the 


) 
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equity investors with their required return, K,, say 
20 percent. The total annual project flow required, 
then, is $240,000 after-tax ($400,000 x (1 — 0.4)) 
for creditors and ($6,000,000 x 0.20) = $1,200,000 
for equity holders, plus the return of the original 
capital. Therefore, the project must generate 
$1,200,000 + $240,000 = $1,440,000 per year for 
five years and an additional $10,000,000 in the 
fifth year divisible as $4,000,000 for creditors 
and $6,000,000 for equity holders. The WACC 
is 0.60 (20+ 0.40 (10)(1-tax rate) = 14.4 percent. 
Discounting the minimum required flows at 
this rate results in a zero NPV ($1,440,000 
Z {1/(1 + 0.144)'} + $10,000,000 {1/(1 +0.144)°} — 
$10,000,000 = 0) which means that minimum re- 
quired returns are satisfied. 


Estimating cash flows 


The purpose of identifying a local and a global 
WACC is to determine the value of the project on 
the basis of the project operating flows. Conse- 
quently, the financing flows, withholding taxes, 
project specific financing, and blocked fund issues 
are ignored. To determine the value of the project, 
one must consider only the operating flows of the 
project, whether it is stated in local currencies or 
in dollars. However, when the parent is not in a 
position to realise fully the value of the project or 
the value of the project to the parent is essentially 
different from the value based on the operating 
flows because of various market imperfections, the 
parent should use the parent specific WACC as the 
discount rate for cash flows specifically flowing to 
the parent. 


Estimating Operating Flows: Local or Global 
Perspective 


It is customary to categorise project cash flows 
into three groups. These are: the initial outlay 
required for a project, the periodic operating cash 
flows, and the terminal year non-operating non- 
financial flows. Estimation of each is discussed 
below. 


Initial Outlay 


The initial outlay, L, represents the total 
amount invested in a project. Text book sugges- 
tions for determining the initial outlay of overseas 
projects seem to identify six components. There 
are: (1) plant and equipment costs paid by the 
parent, (2) plant and equipment costs paid by the 
affiliate, (3) used equipment with positive market 
value shipped from another unit, (4) working 
capital requirements paid by the parent, (5) local 
borrowing to meet additional working capital 
needs, and (6) release of blocked funds. The esti- 
mation involves adding the amounts of the first five 
components and then reducing by the amount of 
released blocked funds. It is not very clear how the 
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point of view of analysis affects the estimate of 
initial outlay. 

The first issue taken with the text book set-up is 
with the allocation of a part of costs to the parent 
and a second part to the affiliate. An analyst using 
the global WACC to discount project flows simply 
takes the total amount of the initial outlay, the 
W, proportion of which implicitly has been 
contributed by the equity holders and the W, 
proportion by the long-term creditors located all 
over the world. When investment decisions are 
independent of financing decisions, the analyst 
need not examine how the J, has been financed. If 
the analyst is using the local WACC as the dis- 
count rate, the weights in the capital structure 
imply the allocation of the initial outlay between 
long-term creditors and equity holders reflective of 
local norms. 

The second issue taken with the common text 
book set-up is with the treatment for the release of 
blocked funds. The suggested text book treatment 
for the release of blocked funds is to reduce the 
initial outlay by an equivalent amount. However, 
the actual project cost from the subsidiary’s per- 
spective is not changed by the release of blocked 
funds. The affiliate must justify the use of any 
blocked funds by meeting condition (4) or (5). 
Neither the affiliate nor the host government will 
prevent the use of any affiliate resources for a 
desirable local investment. Therefore, blocked 
funds or the release of them is not appropriate for 
determining the local WACC-based NPV of the 
foreign project. When the flows are converted to 
dollars and global WACC is used to discount the 
operating flows, blocked funds still should not be 
recognised as such since the location of resources is a 
non-issue from a global perspective. Blocked funds 
become an issue only when the parent recognises 
the need for conducting a parent specific analysis 
for which parent specific cash flows must be esti- 
mated and discounted at the parent specific WACC. 


Periodic Cash Flows 


Project cash flows may be estimated on an 
after-tax basis in the same way cash flows of a 
domestic project are estimated. However, some 
differences exist. As is true for a domestic project, 
only the incremental overhead costs resulting from 
the project are relevant for estimating the project 
cash flows. Allocated overhead costs are not 
relevant. 

The charges for parent contribution which in- 


clude licence fees, allocated head office overhead 


costs, royalties and management fees, are generally 
treated as operating project costs. They are real 
costs from the project point of view. In spite 
of this, the authors disagree with the commonly 
accorded treatment of these items. Consider a one 
year foreign project with an initial outlay of $10 
million. Assume that the project is entirely 
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financed by the`parent (identified in the books as 
parent equity) and that the parent requires a return 
of 14 percent. Further assume that the expected 
after-tax cash inflow;one year later is $11.0 million, 
which is derived after subtracting $2 million in 
charges for parent contribution. Thus, with the 
general approach! to the foreign project evaluation, 
this project should be scuttled at the subsidiary 
level because of sits negative net present value 
(NPV = — $.35 million) and, in the process, will 
deprive the parent of $2 million plus something 
(before discounting) in returns and fees. (The NPV 
is {(($11m + $2m)/(1.14)} — $10m = $1.4 million, if 
the two million’dollars in parent charges are not 
deducted.) Ap tly, rejecting this project is not 
in the best interest of the shareholders. Therefore, 
parent companies should encourage their affiliates 
to evaluate projects by adding back the above costs 
on an after-tax!basis or they should let the affiliate 
know the exact amount of incremental cost on 
these accounts.’ (For political reasons, the affiliates 
may be asked to evaluate the project both ways.) 
Tax will be due from the parent perspective when 
the parent receives the remittances on these ac- 
counts. The analysis from the parent perspective 
must reflect this tax liability through equation (6) 
discussed later. `x 

A legitimate question is: who then bears these 
costs? If the costs are truly incremental, the project 
should bear it and‘the affiliate is correct to charge 
these flows to the project. However, the same 
amount cannot-be shown as income from the 
parent point of view. If the amount: is being spent 
at the head office and the cost is being recovered 
from the project, the parent does not have any 
incremental cash flow on this account. From the 
local perspective, it vis not reasonable to exclude 
cash inflows (to the’parent) on account of licence 
fees and royalties, since the parent generally incurs 
no offsetting costs/on these accounts. Part of the. 
head office overhead charges and management fees 
may truly represent incremental costs attributable 
to the project. This part may correctly be charged 
to the project, but, correspondingly, must be ex- 
cluded from inflows to the parent. 

Transfer pricing practices complicate the esti- 
mation of operating\flows from a foreign project... 


Unless the affiliate is. furnished with the exact. 


transfer pricing margins, the affiliate’s estimate of 
the project flows will always be contaminated. To 
obtain the true operating flows, cash flows hidden 
in the transfer pricing practices should be included 
in the estimates. ( 
a 
4 
“It may be argued that the parent viewpoint is unduly 
brought in here. However, unless a project evaluation is parent 
initiated, the parent may not even become aware of such 
projects. Therefore, in this case, jt-may be better to make an 
exception and to treat these costs as financing costs for capital 
budgeting purposes. 
x 


- 
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Z 
This is a proper place to pring’ tp again the issue 
of the correct treatment of released’ blocked funds. 
Note that no parts of the project operating flows 
have been or are being set aside as unusable or 
blocked. Consequently, blocked | funds are not built 
up. If the analysis follows this process consistently, 
no blocked funds exist to be ‘released. Hence, 
reducing the amount of initial’ outlay by the 
amount of released blocked funds when the analy- 
sis is being done from the global or local perspec- 
tive is internally inconsistent. N 


J 
7 


Terminal Non-Operating Flows: 

The terminal value of a project is commonly 
estimated in one of three ways. These are: (1) 
estimating the liquidation value, (2) estimating the 
market value at the time of project termination, 
and (3) finding the present value ofiflows occurring 
after the terminal year assuming th¢ project will be 
continued indefinitely with certain further assump- 
tions about the growth rate for cash flows. 

Is the possibility of expropriati a relevant 
concern from the project point of view? An expro- 
priation of the project assets is no, more a possi- 
bility than it is for a domestic firm. Of course, the 
parent company is a part owner, nd to the parent, 
expropriation risk is real, but that is exactly why 
it wants to determine how much is the incremental 
investment and what incremental cash flows result 
exclusively from its own point of view. 

Once an estimate of the terminal value is ob- 
tained, it may be compared with the break-even 
terminal value estimated according to the ap- 
proach suggested by Shapiro (1978, p.12). This 
approach requires that an amount of fiow for the 
terminal year is determined, such that the net 
present value of the project is zero. If the analyst 
is confident that the actual realisable terminal year 
non-operating flow will exceed the break-even 
terminal flows, the project is( recommended for 
acceptance. Otherwise, the project is rejected. 


` 
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Estimating Cash Flows: Parent Specific Perspective 
Initial Outlay 


When the parent conducts a narrow parent 
specific analysis, it wants to ensure that it is 
adequately compensated for its contribution to the 
project. As a result, the parent’s incremental in- 
vestment in the project must be separately ident- 
ified. Thus, according to the paren: point of view, 
the total project cost, J,, is split intc two parts such 
that J, = L, + h. The direct transfer of funds from 
the parent to the affiliate for the specific project 
plus any opportunity costs specifically tied to the 
project is referred to as J,. The balance of the total 
cost represents the amount that has been locally 
obtained and is identified as J,. Since the parent's 
involvement is being identified separately from the 
rest of the investment, separate accounting of cash 
fiows is also desired. Presumably, the amount of J, 
has been raised at the target proportions from all 
over the world excepting the affillate’s country. 
Since the amount of T. has been locally raised and 
generated, its mix of debt to equity reflects local 
norms and the required return on this portion of 
investment must also represent local norms. There- 
fore, if the project turns out to have a positive NPV 
when project flows are discounted at the local (or 
global) WACC rate, then the required proportion- 
ate return on the T, amount of investment must 
also be satisfied automatically. Consequently, a 
separate evaluation of J, amount of investment 1s 
not necessary. This also means that the parent will 
earn a minimum of local (or global) WACC on 
its incremental portion of the investment in the 
project. The suggested treatment for the various 
components of initial outlay is summarised in 
Figure 2. 

Note that the amount of the initial outlay from 
the project viewpoint is always the same whether 
a global or a local WACC is used. But from the 
parent viewpoint, only the incremental flow from 
the parent is recognised. Alternatively, the same 


Suggested Titatment of Cost Components for Estimating Initial Outa 


Component i 
1. Plant Aad equipment 
` 


2. Used! equipment with known market 


value, ($ opportunity cost) 
ay ša from another unit 


3. Working capital requirements 


ve 
a 


aN 
4, Release of blocked funds 





Parent 
Viewpoint 
Include 

(only $ cost 
paid by parent) 


Include 


Project 
Viewpoint 
Include 


Include 


Include 
(only $ amount 


paid by parent) 


Include 


No effect 


—~ 
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amount may be arrived at by subtracting the total 
amount locally obtained (sum of local borrowing 
plus internally generated retained funds) from the 
total amount of the initial outlay. The application 
is explained with a simple hypothetical case. Con- 
sider a foreign project that will cost $10 million as 
given below: 
$ million 

(1) Parent pays for equipment 2 
(2) Equipment shipped from 

another affiliate 


(3) Working capital needs 


(A. $2 million in available 
affiliate funds, B. $2 million to 
be borrowed locally) 


(4) Local purchase of equipment 2 
Total project costs 10 


Thus, the $10 million apparently is the initial 
outlay required from the global perspective. An 
equivalent local currency amount is the initial 
outlay from the local perspective. However, the 
incremental outlay from the parent viewpoint, in 
this case, is only $4 million, the sum of the first two 
items. Any future incremental inflow to the parent, 
in a narrow specific sense, must be seen as a 
compensation for the commitment of these $4 
million. If the $2 million in working capital and $2 
million of local purchase of equipment represent 
the utilisation of unrepatriable retained earnings, 
the traditional estimate arrives at a figure of $6 
million ($10 million — release of blocked funds 
(items 3A + 4)).‘ 


Periodic Cash Flows 


The identification of the parent’s incremental 
investment in the project must be matched with 
estimating the specific returns generated on this 
incremental investment. This is a response to the 
imperfections in the market including withholding 
taxes, government interventions with respect to 
funds repatriation, and other relevant factors. The 
MNC tries to insulate itself from such imperfec- 
tions by structuring certain inflows from the pro- 
ject to itself. However, this is easier for a major 
project or a first time project in the host country. 
Modification of this cash flow pattern attributable 
to specific incremental capital budgeting projects 
on a project by project basis is neither feasible nor 
desirable. As a result, for smaller projects, a parent 
point of view of analysis is pointless. The analysis 
from the project viewpoint or a global viewpoint 
has to suffice. 


‘The second item is not truly incremental to the parent but 
it is incremental for the project. However, an equivalent amount 
must be shown as 4 terminal year inflow for the specific project 
in a location from which the equipment is being shipped. 


do 105 


However, for major projects, it may be desirable 
to determine the exact amount of incremental 
flows to the parent specifically identified as the 
compensation for the parent’s incremental invest- 
ment in the project. Thus, these projects may be 
accorded the samé treatment as the first time 
investment in a country. From the parent perspec- 
tive, periodic cash, flows may be estimated using 
equation (6): J 


CFP, = (K, -OPL,_ 1 + Pch, -} D, 
£ 
+ CETP, + EXCF,)(1—1)+PL, (6) 


where CFP is the incremental cash flows to the 
parent attributable to the specific project, OPL is 
the outstanding amount of parent loan, K, is 
the interest rate, on outstanding parent loan, 
Pch is the amount of parent charges as defined 
before, D is thef-amount of dividend repatriated 
to the parent, CFTP is the amount of cash 
flow resulting from the transfer pricing policy 
employed, EXCF,is the effect on the cash flows of 
other projects and affiliates resulting from this 
project, PL is‘the amount of parent loan retired, 
and the subscript i is the time identifier. The tax 
rate applicable to parent earnings is represented 
by t. The PL is not adjusted for taxes since it is 
not likely to be taxed. Implicit in the tax adjust- 
ment of EXCF is ithat the effect on the other 
cash flows resulting from this project is fully 
taxable. The equatiOn is simplified in that the tax 
treatment is different for dividends and interest 
income, and withholding taxes may apply to some 
of the terms. 

The charges for: parent contribution include 
licence fees, allocated; head office overhead costs, 
royalties and management fees. Some of the items 
included in the equation are subject to host country 
withholding taxes Which vary from country to 
country. However, the tax withheld may be cred- 
ited back to the parent’s tax liabilities in the home 
country. Therefore, if applicable, each of these 
items should be carefully adjusted for withholding 
taxes and tax credits. Kor simplicity, it is assumed 
that a full tax credit is available for the withholding 
taxes and the effects’ of withholding taxes are 
completely neutralised. 

One may recall the arguments presented for not 
subtracting parent charges in arriving at project 
cash flows from the global perspective. When the 
amount of parent charges truly represents incre- 
mental cash flows, the project should bear the cost. 
However, this means that no incremental cash 
inflow results to the parent-and the second term in 
equation (6), Pch, must drop out. Reducing the 
project flow by a certain amiount to determine the 
value of the project from the global perspective and 
then to show the same amount as inflows to the 
parent in a parent perspective analysis are not 


4 
. 


consistent. l . 
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The before-tax increase in cash flows from the 
project resulting from transfer pricing policy may 
be determined iom / 


O)* a5 = Y 


* number of units sold to subsidiary 


CFTP, = 





where TP is the transfer price per unit and b is a 
positive transfer pricing margin on costs. > 
The reduction of cash fiows to the parent, 
EXCF, from other sources as a regult of the project 
must be very carefully examined. If the project is 
substituting exports from the parent’ s country or 
any other affiliate, then only ‘net after-tax cash 
flows displaced by this project/must be used for 
adjustment. At the same time, all inflows resulting 
from and accruing to the other subsidiaries as a 
result of the project contributing to increased cash 
flows to the parent, must be fully accounted for. 
This is probably the most difficult part of the 
periodic cash flow estimation, and, hence, requires 
careful examination. X 
Note that certain terms in equation (6) have 
strong appearances of financing flows. However, 
the flows simply reflect the ‘parent’s attempt to 
structure flows in a way that; to some extent, 
counters market imperfection$ or unsystematic 
risks. These flows are comperisations for commit- 
ting a total amount of J, in the project, presumably 
W, I, of which came from the long-term creditors 
and the balance from the parent’ s equity holders. 
Not a single term in the equation (6) can be 
erate as specific compensation for investing 
W I, or W,: I, and, hence, nohe are truly financ- 
cae flows from the parent perspective. 


Terminal Year Non -Operating Flows 


At termination, the terminal value belongs to all 
owners, including the parent and local owners, and 
the parent can claim only its share of the terminal 
value. The determination of the parent's share of 
the terminal value may be fairly complex and will 
vary from case to case. Under common circum- 
stances, the alternatives discussed below may be 
applied. 

First, simply ignore the tayia value altogether 
for the sake of conservatism. This, however, is not 
reasonable where the terminal value contributes 
significantly to the value’ of a project. 

Second, proportionately allocate to the parent 
the parent’s share of the’terminal value estimated 
from the local or global perspective. The parent’s 
P of claim on the project may be given as 

I/I, where Z, is the incremental outflow from the 


‘Assume that c is the cost per unit. If b is the transfer pricing 
margin on cost, then, the transfer price, TP = {c + b:c) = 
c(l + b). The before-tax cash flow to the parent, then, is ‘b c’ 
number of units sold ‘to subsidiary’ or ‘6-TP+(1+5)> 
number of units sold to the’ subsidiary.’ 
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parent on account of this project, and J, is the total 
initial outlay for the project. Therefore, the termi- 
nal value from the parent perspective is given by: 


s= LIL, Project TV (8) 


where TV, is the ed of the terminal value that 
the parent can claim. Using a numerical example 
may be helpful. Consider a project with an initial 
outlay of $10,000,000 of which $5,000,000 (50 
percent) i is provided by the parent and the remain- 
ing by the local equity holders. Suppose the esti- 
mated terminal value of the project if $8,000,000. 
If the proportional ownership does not change’ 
over the project life, the local equity holders should 
have a claim over 50 percent of the project terminal 
value, and, therefore, the parent’s share of the 
terminal value should be $4,000,000 only. 

Third, assume that the project is to be partly 
financed with local equity. In this case, the local 
ownership might be willing to pay for the book 
value (or a certain price) of the skares held by the 
parent company. Therefore, the terminal value 
attributable to the parent becomes the book value 
of the subsidiary shares held by the parent. If a 
witholding tax and a capital gains tax apply, an 
adjustment must be made. Thus, tke terminal value 
to the parent, assuming no withholding taxes, is: 


TV, = [BVT — t (BVT — BVO)IN (9) 


where the BVT is the terminal value per share, 
BVO is the original book value per share, N is the 
number of affiliate shares held by the parent, and 
t is the applicable capital gains tax rate. The 
application of this may be demonstrated with some 
modification of the previous example. Assume 
that the shares of the affiliate are valued at $10 per 
share. The parent owns 500,000 shares of the 
affiliate. At the end of the project’s life, the 
book value per share is expected to grow to $15. 
When a 50 percent tax rate apples, the parent, 
for its own narrow point of view, may use 
[$15—0.50($15—$10)] x 500,000 = $6.25 million as 
the terminal value. 

Fourth, it may be assumed that the project is 
insured by Lloyd’s of London or, for US firms, the 
Overseas Private Investment Corporation (OPIC). 
OPIC generally insures up to 90 percent of equity 
participation for very large, risky investments, 
which represent either a new investment or a 
substantial expansion of an existing facility. Use of 
this approach would require that the insurance 
premium be treated as a business cost for the 
project. Alternatively, the initial outlay may be 
increased by the present value of the annual pre- 
mium for the life of the project. If expropriation 
occurs, a capital loss will result which may be used 
to reduce the parent’s tax liability. Thus, the actual 
terminal flow to be used from the parent point of 
view is the realisable amount from OPIC plus the 
tax savings on the capital loss. When the initial 
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outlay is increased to reflect the OPIC premium 
costs for X percent of equity investment, the 
terminal value estimation from the specific per- 
spective may be formalised`as 


TV, = X% * Equity Investment 
+t*(1—X%)*Equity Investment (10) 


An example of the parent viewpoint analysis 


An over-simplified example will be used to show 
the application of the evaluation model discussed 
` above. Note that this analysis should be under- 
taken only after the project passes the local and 
global analysis (i.e. NPV > 0 according to both 
viewpoints). Consider a project that costs an equiv- 
alent of $40,000,000, $15,000,000 to be raised 
locally with $5,000,000 available in retained earn- 
ings of the affiliate and utilised to fund the project. 
This amount is not repatriable otherwise. The 
parent makes a two year loan at 10% annual rate 
and buys one million shares of the affiliate worth 
an equivalent of $10,000,000. The affiliate will pay 
a dividend equivalent of $1 per share assumed fully 
taxable in the home country. Management fees and 
royalties to be charged for two years will amount 
to $1,500,000. Through transfer prices, $1 million 
will flow to the parent. The parent tax rate is 50 
percent. The project is to be insured for $8,000,000 
(80 percent of equity) requiring annual premium 
payment of $500,000 payable at the beginning of 
the year. The parent WACC is 10% for this 
project. The analysis proceeds as follows: 


Initial Outlay: Equity Investment: $10,000,000 
Parent Loan: 10,000,000 
After-tax First 

Year Premium: 250,000 
Net Initial Outlay: $20,250,000 

Return claimed on this investment: 

Year 1 Year 2 

Dividend $1,000,000 $1,000,000 
Interest 1,000,000 1,000,000 
Transfer Prices 1,000,000 1,000,000 
Parent Charges 1,500,000 1,500,000 


Insurance Premium 
Before-tax Flows 
_ After-Tax Flows 


Terminal Year Flows: 


Return of Loan 
Equity Insurance Proceeds 
$8,000,000 
+ 0.5($10,000,000-$8,000,000) $9,000,000 
Total Non-operating 
Terminal Flow 
Total Cash Inflows 
PV Discounted at 10% 
NPV = — $869,835 


(500,000) 
$4,000,000 $4,500,000 
$2,000,000 $2,250,000 


$10,000,000 


$19,000,000 


$2,000,000 $21,250,000 
$1,818,182 $17,561,983 
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Since the NPV is negative, this project, as designed, 
ig not acceptable from the parent perspective. 


The integrated scheme 


The integrated scheme of overseas project evalu- 
ation is summarised i in Figure 3. From the global 
or the local perspective, the project is evaluated on 
the basis of total outlay and the discount rate is 
established in such a way that acceptance of the. 
project ensures that a return on the project not less 
than the WACCiis obtained. The WACC reflects 
the systematic risk the project entails. The extent of 
the systematic risk of the project may vary on the 
basis of the perspective of analysis, which may be 
global or local. When the analysis is to be under- 
taken exclusively from the parent perspective, only 
the parent’s incremental investment is recognised, 
meaning that the part of the initial outlay locally 
obtained and financed is not recognised as the 
parent’s incremental investment in the project. For 
cash inflows, only the flows exclusively going to the 
parent are recognised as incremental inflows to the 
parent on account of the specific project. How, 
therefore, is the investment of J, in the project 
justified? If the ‘total project earns WACC, the /, 
portion of every part of the total project, including 
the part financed locally, may be assumed to earn 
the WACC. l 

Despite the evidence of increasing integration of 
international capital markets (Gultekin, Gultekin 
and Penati, 1989; Wheatley, 1988), strong evidence 
exists about the benefits of international portfolio 
diversification (Bailey and Stulz, 1990; Raymond 
and Weil, 1989; Fosberg and Madura, 1991). Stud- 
ies also indicate that MNCs may also achieve 
significant risk reduction through overseas invest- 
ments (Collins andj Sekely, 1983; Mathur and 
Hanagan, 1983). Besides, even if the capital mar- 
kets become fully, integrated, the potential for 
diversification through overseas investments will 


continue. because of factor market imperfections. 


In view of this, diversification benefits should be 
incorporated in the capital budgeting analysis. In 
the absence of a world market index, the steps 
listed below may be taken to obtain the equity beta 
of the project. 


1. Collect the historical information about the 
earnings before interest and after taxes (EBIAT, 
(stated in the parent company currency) of 
the project (or of the:relevant industry in the 
ew country) over ee recent past, say, ten 


2. Obtain the EBIAT of the Standard and Poor 
500 or a representative portfolio of companies. 

3. Regress the project (or. relevant industry) 
EBIAT on the Standard and Poor 500 EBIAT 
to obtain an index of the equity systematic risk 
of the project. 
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Figure 3 
Summary of Overseas Project Evaluation Scheme 


Local 7 Pa 
Viewpoint 
z Na 


Critical 
Component 


Assumptions 


Cost of the 
project 


Total return 
for the above 
Investment 
-available to 
the investors 


Discount rate 


Net after-tax profit 
before interest: plus 
allocated costs and 
depreciation plus all 
incremental flows to the 
parent for royalties, 
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Global 
Viewpoint 





The capital structure of 
the project is determined 
in a global context. The 
debt-equity ratio is esti- 









of the world risk-free 
rate and project beta 
relative to the world 
market. 









Net after-tax profit 
before interest plus 
allocated costs and 
depreciation plus all 
incremental flows to the 
parent for royalties, 


WACC adjusted for 
project systematic risk. 
All rates stated in terms 
of world currency, or, 
for practical reasons, 

in terms of the MNC’s 
home currency. 









Parent’s world-wide 
WACC adjusted for the 
project systematic risk 
from the parent 
viewpoint. All rates in 
terms of the MNC’s 


home currency. 
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This may be appropriately leveraged to reflect the 
financing structure of the project. This scheme 
works well when the project does not involve a 
totally new product. If the investment represents a 
new product in the host country, one may have to 
use the domestic beta of the parent company.° 
Using an appropriate index of systematic risk to 
determine the WACC and then discounting the 
estimated cash flows at this rate ensures that the 
proposed project fully compensates for its level of 
risk. 


Summary 


The traditional approaches of estimating and dis- 
counting cash flows for an overseas project, both 
from the points of view of the parent and the 
subsidiary, have been critically examined. No at- 
tempt has been made to cover all the issues in- 
volved since the complexities vary from case to 
case and must be dealt with on a case by case basis. 
It has been shown that the amount of the initial 
outlay will be different from different perspectives 
primarily because working capital requirements at 
the affiliate level and local purchases of equipment 
may be treated differently from the two viewpoints. 
The estimated periodic cash flows will also vary. A 
more refined approach to the treatment of roy- 
alties, management fees and licence fees has been 
suggested. 

For discounting project flows, the weighted av- 
erage cost of capital of the project is the appropri- 
ate rate from local and global perspectives. 
However, the weights and component costs vary. 
Local costs and local weights are used to determine 
the local WACC for discounting cash flows stated 
in local currency. In the process, total parent 
involvement is treated as equity and should have 
the same required return as that of the local equity 
holders. When cash flows are translated into dol- 
lars, the global WACC may be used to determine 
the NPV of the project. The parent’s world-wide 
capital structure weights should be determined. 
Since a global risk-free rate and world market 
return are not known, the US rates may be substi- 
tuted in the equation for practical purposes. The 
beta of the project should be estimated in a world 
setting. 

When a narrow parent specific analysis is de- 
sired, the global WACC may be used as the 
discount rate. However, only the cash flows specifi- 
cally to and from the parent are recognised as 
relevant. It is specifically recognised that the parent 
contributes only a portion of the total project costs 
and seeks compensation on this investment. It 
further recognises that the parent can claim only a 


Rao (1992) provides some examples of estimating project 
equity betas when historical information is available and also 
when such information is not available. 
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portion of the terminal value of the project deter- 
mined either by the parent’s equity investment in 
the project or its proportional investment. 
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The Effects of Senior Internal 
Auditor Behaviour on Staff Performance 
and Satisfaction 


Barbara Apostolou, William R. Pasewark and Jerry R. Strawser* 


Abstract—The increasing importance of the internal audit function in the USA is evidenced by the attention focused 
on this function by professional standard setting bodies (Institute of Internal Auditors, 1989; Americen Institute of 
Certified Public Accountants, 1991) and an investigatory commission (National Commission on Fraudulent 
Financial Reporting, 1987). Previous research in both accounting (Jiambalvo and Pratt, 1982; Pratt and Jiambalvo, 

1981) and organisational behaviour (see Yukl, 1989 for a review) has identified specific leader behaviours that result 
in improved performance and satisfaction. Using a recently developed taxonomy unavailable at the time these 
previous studies were conducted, this study explores the effect of leader (senior internal auditor) behaviours on 
subunit (internal audit team) performance and subordinate (internal audit staff) satisfaction. The results of this study 
indicate that audit efficiency is influenced by both task behaviours (e.g. administering disctpline) and relationship 
oriented behaviours (c.g., facilitating cooperation and teamwork and providing praise and recognition); in contrast, 
audit effectiveness is influenced primarily by task-oriented behaviour. Staff satisfaction is influenced by both types 
of behaviour. These associations have implications for the training of internal auditors and assignment of internal 
auditors to projects. Also, increases in staff satisfaction should result in lower turnover, providing a cost saving to 


the organisation through reduced training, staffing and recruiting costs. 


j 
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The importance of the interrial audit function in 
US organisations has grown dramatically over the 
past decade and is expected to continue expanding. 
Pressure from the public for increased corporate 
accountability has led to changes i in governmental 
regulation! as well as professional Internal auditing 
standards (Institute of Internal Auditors: (IIA), 
1989) that emphasise the importance of the in- 
ternal audit function. In addition, the Report of 
the National Commission on Fraudulent Financial 
Reporting (National Commission on Fraudulent 
Financial Reporting, 1987) recommended public 
companies to establish in audit functions. 
Finally, Statement on Auditing Standards No. 65 
(SAS 65) notes that the organisation’s internal 


*The authors are members of staff of the Department of 
Accounting, Louisiana State University (Apostolou) and 
the Department of Accountancy and Taxation, University of 
Houston. 

'The Foreign Corrupt Practices Act of 1977 amended the 
Securities Exchange Act of 1934 to require public corporations 
to establish and maintain adequate internal control structures. 
Internal auditors play an important role in appraising the 
effectiveness of the organisation’s internal control structure on 
an ongoing basis to ensure: management's compliance with the 
Foreign Corrupt Practices Act. 


audit function can influence the nature, timing and 
extent of the independent (external) auditor’s 
examination. 

Given the important role played by the internal 
audit function in an organisatior’s financial re- 
porting process, identifying methods of improving 
internal audit team performance appears to 
provide benefits to both the organisation and 
external auditors. Organisations would benefit by 
having their internal audits ccnducted more 
efficiently and effectively; benefits to external audi- 
tors would be realised through increased efficiency 
and effectiveness of the audit engagement as the 
work of internal auditors can be used to a greater 
extent. In addition, increasing the satisfaction of 
internal audit staff should result in reduced 
turnover (Benke and Rhode, 1984; Bullen and 
Flamholtz, 1985; Dillard and Ferris, 1979; Rasch 
and Harrell, 1990), providing benefits to the organ- 
isation in the form of lower training and recruit- - 
ing costs as well as less inefficiency due to staff 
inexperience. 

This study provides empirical evidence on the 
relationships that exist between an internal audit 
senior’s (leader’s) behaviours and measures of in- 
ternal audit team performance and internal audit 
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staff satisfaction. Previous research is extended by 
(1) examining the effect of leadership behaviour in 
an internal audit setting and (2) utilising a more 
comprehensive taxonomy of leader behaviours 
than that used by previous researchers. The results 
should prove useful to organisations by identifying 
behaviours that improve the performance of their 
Internal audit functions as we]l as the satisfaction 
of their internal audit staff. For any significant 
associations between internal audit senior be- 
haviours and either audit team performance or 
staff satisfaction, organisations may find it bene- 
ficial to consider incorporating leader behaviour 
instruction into their training programmes and 
encouraging the use of certain behaviours. In 
addition, observed relationships may be beneficial 
to the organisations from a planning standpoint 
since organisations can consider leader behaviour 
issues when assigning senior auditors to a particu- 
lar assignment. 


Background and previous research 


Leader Behaviours in an Organisational Setting 


A substantial amount of research has been 
devoted to classifying the wide range of activities 
and duties performed by leaders into specific, 
observable ‘behaviours’. The Ohio State University 
Leadership Studies, originating in the late 1940s, 
were among the first to study leader behaviours 
and found two basic dimensions: Consideration 
and Initiating Structure. These have been defined 
by Fleishman and Peters (1962, p. 130) as follows: 


Consideration reflects the extent to which an 
individual is likely to have: job relationships 
characterized by mutual trust, respect for 
subordinates’ ideas and consideration of their 
feelings. 

Initiating structure reflects the extent to which 
an individual is likely to define and structure his 
own role and those of his subordinates towards 
goal attainment. 


Following the identification of the two dimen- 
sions of leadership behaviour, a series of studies 
examined how Consideration and Initiating Struc- 
ture behaviours affected subordinate performance 
and satisfaction.’ In general, these studies found 
that a leader’s use of Consideration behaviours 
was associated with increased levels of subordinate 
satisfaction. While the results of research examin- 
ing how the two overall dimensions of behaviour 


2Studies examining leader behaviours have used both 
questionnaire (cf. Fleishman and Harris, 1962; Skinner, 1969) 
and laboratory experiment (cf. Day, 1971; Herold, 1977) 
approaches. While the number of previous studies examining 
the impact of leader behaviours on subordinate performance 
and satisfaction is quite large, extensive reviews of this research 
are provided by Kerr and Schriesheim (1974), Korman (1966) 
and Yukl (1971 and 1989). 
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affected subunit performance were contradictory 
and inconclusive (see Yukl, 1989), significant re- 
lationships were identified between measures of 
performance and: (1) ‘positive reward behaviour 
(Consideration) (Podsakoff et'al., 1984); (2) ‘clari- 
fying roles and objectives’ (Initiating Structure) 
(Locke and Latham, 1984; Locke et al., 1981); and 
(3) ‘planning’ (Initiating Structure) (Carroll and 
Gillen, 1987; Kanter, 1983; Kotter, 1982; Yukl 
et al., 1988). The mixed results for the effect(s) of 
component behaviours on performance prompted 
debate regarding. the manner of defining leader 
behaviours (Hammer and Dachler, 1975; McCall, 
1977; Schriesheim-and Kerr, 1977). Van Fleet and 
Yuki (1986) note\that using broad dimensions of 
behaviour (such as Consideration and Initiating 
Structure) is advantageous in that these dimen- 
sions are relevant to a wide range of leaders and 
situations. However, intercorrelations between the 
individual components of these dimensions may 
hinder the ability of researchers to identify specific 
leader behaviours that significantly influence sub- 
ordinate performance and satisfaction. In addition, 
broad dimensions may not be representative of the 
wide variety of ams actually employed by 
leaders. 

The restrictive ‘nature of the traditional two- 
factor taxonomy compelled Yukl to identify a 
more comprehensive set of 23 specific leader be- 
haviours (Van Fleet and Yukl, 1986).? They at- 
tempted to make this taxonomy: 


. sufficiently broad to cover most organiz- 
ational contexts and situations, but not so de- 
tailed and so specific that it fits only a particular 
organizational context and situation. Such a 
behavioral taxonomy should be more specific 
than merely task-oriented and relationship- 
oriented behaviors, and yet less specific than 
observed managerial activities, critical incidents, 
or job analysis information would suggest (Van 
Fleet and Yukl, 1986, p. 37). 


Yukl’s 23-factor taxonomy includes behaviours 
that are both task and relationship-oriented in 
nature. For example, emphasising performance, 
structuring reward contingencies, clarifying work 
roles, and goal setting appear to relate primarily to 
the process of structuring the behaviours of subor- 
dinates toward goal attainment (Initiating Struc- 
ture); in contrast, showing consideration, career 
counselling, i inspiring subordinates, and providing 
praise and recognition are associated with feelings 
of mutual trust, respect for-subordinates and their 


3Yukl and Kanuk (1979) first identified nine leadership 
behaviours. After considering efforts'that classified and ident- 
ified different managerial activities (Mintzberg, 1973; Luthans 
and Lockwood, 1984), this set of behaviours was subsequently 
expanded to 19 (Yukl and Nemeroff, 1979) and ultimately to 23 
(Van Fleet and Yukl, 1986). 


112 


ideas, and consideration for subordinates’ feelings 
(Consideration). It is important to note that the 
behaviours in Yukl’s taxonomy are generally more 
specific than the questions used to measure the 
Consideration and Initiating Structure dimensions 
of leader behaviour.* The comprehensive 23-factor 
taxonomy is used in this study to provide a more 
complete depiction of the role of leader behaviours 
in an internal audit setting; the entire taxonomy is 
presented in the appendix. 


The Study of Leader Behaviours in Auditing 

To date, research on leader behaviour in account- 
ing has been limited to investigating the external 
audit environment. Jiambalvo/ and Pratt (1982) 
used the traditional two-factor (Initiating Structure 
and Consideration) taxonomy(to investigate the 
relationships between senior accountant leader be- 
haviours and levels of staff accountant satisfaction 
and motivation. Consistent with the organisational 
behaviour literature, their results supported a hy- 
pothesised positive relationship between senior ac- 
countant Consideration behaviours and staff 
accountant satisfaction and motivation. However, 
they found only modest support for a hypothesised 
positive (negative) relationship between senior ac- 
countant Initiating Structure. ‘behaviour and staff 
accountant satisfaction and motivation in the pres- 
ence of perceived high (low)’task complexity. 

In another study, Pratt and Jiambalvo (1981) 
expanded the traditional two-factor taxonomy to 
include ten additional factors (five from Oldham 
(1976) and five identified through interviews with 
auditors). They examined the re relationships between 
these 12 senior accountant ledder behaviours and 
audit team performance and identified significant 
relationships involving a ‘number of the leader 
behaviours. The fact that Pratt and Jiambalvo were 
able to observe significant "relationships between 
more specific behaviours (other than the original 
two-factor taxonomy) and performance i is consist- 
ent- with Yuk] and Kanuk (1979) and provides 
justification for researchers to use a more compre- 
hensive taxonomy comprising specific leader 
behaviours (such as the éxpanded Yukl taxonomy 
employed in this scare a 


The Nature of Internal Auditing 


Internal auditing is an appraisal function estab- 
lished within an organisation to assist personnel in 


‘To illustrate, one of the iten questions used to measure the 
Initiating Structure dimension asked the extent to which a 
superior (leader) let subordinates know what was expected of 
them. Behaviours in Yukl's taxonomy include emphasising 
performance, structuring reward contingencies, clarifying work 
roles, goal setting, and disseminating information, all of which 
may provide subordinates with an indication of their superior’s 
expectations. For a listing of the questions used to measure the 
Consideration and Initiating Structure dimensions of be- 
haviour, see Stogdill (1963). 
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the effective discharge of their duties. The scope of 
internal auditing is described by the HA Standards 
for the Professional Practice of Internal Audit- 
ing and includes: (1) examining compliance with 
organisational policies, plans and procedures; (2) 
examining compliance with external laws and regu- 
lations; (3) evaluating the safeguarding of assets; (4) 
appraising the economical and efficient use of 
resources; and (5) evaluating the accomplishment 
of goals for operations and programmes. At the 
conclusion of an examination, internal auditors 
communicate the results of the engagement to 
management; included in this communication are 
recommendations to improve the quality of the 
organisation’s operations and/or internal control 
structure. Internal auditors then perform ‘follow 
up’ procedures to determine the extent to which 
their recommendations have been implemented by 
management. 

An important aspect of the internal audit func- 
tion is the need for independence. Because internal 
auditors are employees of the organisation whose 
activities they audit, they cannot be expected to 
adhere to the strict independence guidelines pro- 
vided by the AJCPA for external auditors. How- 
ever, the ITA Standards note that independence can 
be achieved through the organisational status of the 
internal audit department and the objectivity of 
internal auditors. For example, objectivity is en- 
hanced when internal auditor staff assignments are 
periodically rotated or when internal auditors are 
prohibited from being assigned to examine activi- 
ties they have performed within a recent period 
(ITA, 1989, Section 120). Similar to Generally 
Accepted Auditing Standards (GAAS), HA Stan- 
dards require internal auditors to possess profi- 
ciency, exhibit due professional care, plan the audit, 
and gather evidence to support their work. 

SAS 65 indicates that internal auditors perform 


‘many tasks also performed by external auditors. 


This fact, coupled with the similar hierarchy of the 
audit teams and results of the Pratt and Jiambalvo 
studies, suggests that the use of leader behaviours 
may also influence the performance and satisfaction 
of internal audit teams. However, differences be- 
tween the internal and external audit environments 
make generalisation of these results questionable. 
For example, stringent time deadlines associated 
with external audits may assume a prominent role 
in evaluations of audit team performance in that 
environment (Jiambalvo, 1982; Kaplan and Reck- 
ers, 1985; Kida, 1984; Wright, 1980). In contrast, 
internal audits are conducted on a continuous basis 
throughout the year, potentially reducing the time 
pressures associated with specific deadlines. As a 
result, the assessments of performance made by 
managers in the Pratt and Jiambalvo studies may 
reflect an emphasis on the ability of the audit team 
to achieve the budget by conducting the audit in an 
efficient manner. 
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A second difference in the two audit environ- 
ments relates to expectations of audit quality. The 
wide range of individuals relying on their work 
results in external auditors being subjected to a 
significant threat of litigation if they do not operate 
within the constraints of GAAS. These standards 
provide external auditors with relatively explicit 
guidelines regarding the conduct of the audit 
examination, which may result in relatively small 
differences in audit team performance between 
engagements. The lack of such explicit guidelines 
for internal audits may result in larger differences 
in quality between audits. As a result, internal audit 
seniors may play a greater role in improving audit 
team performance. Both of the above differences 
provide the justification for extending previous 
research by investigating the use of leader- 
ship behaviour in an internal audit environment. 


Research method 


Sample Audits and Data Collection 

Eleven large public organisations agreed to par- 
ticipate in the study. The participating organis- 
ations represented a variety of industries, including 
manufacturing (four organisations, 14 audits), 
financial service (five organisations, 25 audits), 
utilities (one organisation, five audits), and govern- 
mental (one organisation, six audits). While the use 
of different industries introduces concerns about 
whether industry membership influenced the re- 
lationships between leader behaviours and audit 
team performance, two precautions were taken to 
reduce any potential industry effects. First, partici- 
pants were required to conduct their internal audits 
within the framework of ITA Standards. While not 
as explicit as GAAS which are followed by external 
auditors, compliance with the IIA Standards 
should result in smaller differences in the internal 
audits of different industries than if the Standards 
were not observed. In addition to adherence to IIA 
Standards, internal audit directors were asked to 
select audits of a recurring, general nature and not 
unusual or industry-specific internal audits (e.g. 
special projects for management or audits related 
to compliance with external laws and regulations 
peculiar to a specific industry). As well as reducing 
differences between industries, examining internal 
audits of a general nature should minimise differ- 
ences in task complexity between audits. 

Previous research has found task complexity to 
be an important moderating effect of leadership 
behaviours on performance and satisfaction 
(House and Mitchell, 1974; Jiambalvo and Pratt, 
1982; Weed, Mitchell and Moffitt, 1976). Despite 
these efforts, the possibility that industry differences 
exist and influence our results cannot be dis- 
counted. However, as discussed later in this paper 
(see footnote 11), the effect(s) of any differences of 
this nature on our results appears to be minimal. 
ABR 2390--B 
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For each selected audit, the internal audit direc- 
tor requested the audit manager and one staff 
auditor to complete a'questionnaire that designated 
the specific audit of interest. To enhance the prob- 
ability that respondents could recall events specific 
to the sample audit, internal audit directors were 
requested to select recent audits. Subsequent discus- 
sion with the audit directors revealed that the 
sample audits were completed no longer than three 
months prior to the administration of the question- 
naire. All information was gathered in a manner 
designed to ensure complete anonymity of auditees 
and members of the internal audit teams by request- 
ing members to complete the questionnaire inde- 
pendently and to ‘return completed questionnaires 
directly to the researchers. Subjects were instructed 
to remove the cover page that designated the 
specific audit prior to returning the questionnaire. 
These sample audits were identified by the re- 
searchers through the use of a control number. 

A total of 104 questionnaires was distributed to 
the 11 internal audit directors, with 52 going to each 
target group. Data for 50 audit teams comprised the 
final sample. These results-constituted an actual 
response rate of 96.2 percent. The mean experience 
levels of internal audit staff and internal audit 
managers was 3.8 years and 12.6 years, respectively. 
While a sample of 50 audit teams may appear to 
provide limited information, it compares: favour- 
ably with those used in previous studies of leader- 
ship behaviour in an external audit environment (28 
audit teams and 23 audit teams) (Pratt and Ji- 
ambalvo, 1981; Jiambalvo and Pratt, 1982). 


Leader Behaviours, 


The 23-factor leader bhawani taxonomy devel- 
oped by Yukl (Van Fleet and Yukl, 1986) is used 
in the current study as a framework for examining 
the associations between internal audit senior be- 
haviours and (1) intérnal audit team performance 
and (2) internal audit staff satisfaction. Staff audi- 
tor questionnaires contained a series of 23 ques- 
tions, each designed to elicit an assessment of the 
extent that an identified internal audit senior dis- 
played a particular behaviour. Staff auditors re- 
sponded to each question by placing a mark along 
a continuous, unmarked, 100-millimeter scale that 
ranged from “(Limited Extent’ (0) to ‘Great Extent’ 
(100). The 23 leader behaviours as well as the 


5 Because of the smaller number of internal audit managers in 
the participating organisations'than internal audit staff, some 
managers provided responses for more than one internal audit. 
The fifty sample audits were supervised by a total of 36 different 
internal audit managers; no manager in the sample supervised 
more than five audits. The number of audits supervised by the 
managers in the sample is summarised below: 


One audit 
Two audits 
>Two audits 
Total 


Rl = B 
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precise wording for the 23 questions are presented 
in the appendix. i 
Internal Audit Team Performance Measures 

Organisational behaviour studies have meas- 
ured performance using both objective (i.e. div- 
isional profits or sales growth) and subjective (i.e. 
perceptions of a superior) methods (Yukl and 
Kanuk, 1979). Taking a subjective approach, Pratt 
and Jiambalvo (1981) measured audit team per- 
formance using audit manager responses to a 
single, subjective Likert scale statement (‘Please 
rate the overall performance of the audit team’). 
The use of a single question may obscure individ- 
ual components of audit team performance 
and their relationships to individual behaviours. 
Measuring performance in this manner results in 
the same limitation as that noted for using broad 
dimensions of leader behaviours’ that is, significant 
relationships between leader behaviours and a 
given aspect of performance may be obscured by 
nonsignificant relationships with other aspects of 
performance. 

In this study, we Hienot to improve the 
measure of audit team performance used by Pratt 
and Jiambalvo (1981) by examining the effect of 
leader behaviours on both audit efficiency (ability 
of the audit team to meet the budget) and audit 
effectiveness (audit quality and the sufficiency and 
competency of audit evidence). In particular, audit 
efficiency provides an objective measure of per- 
formance found to be important to accounting 
firms evaluating their personnel (Jiambalvo, 1982; 
Kaplan and Reckers, 1985; Kida, 1984; Wright, 
1980); however, this measure-has not been exam- 
ined in previous research investigating the impact 
of leader behaviours. To measure audit efficiency, 
managers were asked to indicate the percentages by 
which actual audit hours exceeded (were less than) 
budgeted hours. The quality of the audit and 
sufficiency and competency ‘of evidential matter 
gathered in the audit examination were measured 
using a 100-millimeter scale with lower responses 
representing less effective audits. The questions 
relating to audit team aiuienaa are presented in 
the appendix.® 


e 
Staff Auditor Job Satisfaction 


Consistent with research in both the organis- 
ational behaviour (Yukl and Kanuk, 1979) and 
accounting (Jiambalvo and Pratt, 1982) literature, 


It is important to note that leadership behaviours may 
improve one aspect of audit team performance and result in a 
decrease of other aspect(s). Specifically, more competent and 
sufficient evidence (increased audit effectiveness) often requires 
greater time on the part of the internal audit staff (higher 
variance of actual audit hours from budgeted hours). A statisti- 
cally significant, positive correlation (r = 0.333, p = 0.0241) 
between the budget variance and the sufficiency and compe- 
tency provides evidence of this relationship, 
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staff auditor job satisfaction was measured by 
asking staff members the degree of job satisfaction 
they experienced while working on the identified 
audit engagement relative to that experienced on 
other audits. The precise wording of this question 
is presented in the appendix; staff auditors re- 
sponded using an unmarked, 100-millimeter scale 
that ranged from ‘Relatively Lower Satisfaction’ 
(0) to ‘Relatively Higher Satisfaction’ (100). 


Results 


Mean responses and standard deviations repre- 
senting the internal audit senior’s use of each of the 
23 leader behaviours are presented in Table 1. 
These means ranged from a low of 37.42 for 
Structuring Reward Contingencies to a high of 
75.69 for Showing Consideration. As shown in 
Table 1, most of these behaviours were employed 
by senior auditors to at least a moderate extent; 
this conclusion is reflected by the fact that over 


Table 1 
Descriptive Statistics for Internal Audit Senior 
Use of Leader Behaviours’ 
Standard 

Mean deviation 
75.69 
75.67 
71.76 
71.47 
68.31 


20.63 
22.21 
23.60 
24.09 
24.92 


Showing consideration 
Delegating 

Facilitating cooperation 
Monitoring operations 
Disseminating information 
Planning 

Emphasising performance 
Problem-solving 
Representing the unit 
Clarifying work roles 


66.73 
66.59 
66.41 
64.65 
64.29 


Providing praise and 
recognition 

Monitoring the environment 

Criticism 

Encouraging decision 
participation 

Innovating 

Inspiring subordinates 

Managing conflict 

Facilitating the work 


64.12 
63.96 
63.71 


62.12 
62.08 


61.18 
59.82 
58.14 
57.67 
56.08 


55.88 
46.27 


37.42 


*All behaviours were assessed by internal audit 
staff using continuous 100-millimeter scales rang- 
ing from ‘Limited Extent’ (0) to ‘Great Extent’ 
(100). 
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Table 2 
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Descriptive Statistics for Measures of Internal Audit Team Performance and Stitt Satisfaction 


Percentage over (under) budgeted audit hours! 


Comparison of audit quality to other audits (reported on a continuous 100-millimeter 


Standard 


Mean deviation 


25.02 
67.41 


33.94 
15.21 


scale that ranged from ‘Relatively Lower in Quality’ (0) to ‘Relatively Pigier I in Quality’ 


(100) 


Comparison of sufficiency and competency of evidential matter to other audits (reported 
on a continuous 100-millimeter scale that ranged from ‘Relatively Less Sufficient and 
Competent’ (0) to ‘Relatively More Sufficient and Competent (100))* i 


Staff accountant job satisfaction (reported on a continuous 100-millimeter scale that 
ranged from ‘Relatively Lower in Satisfaction’ (0) to ‘Relatively Higher in Satisfaction’ 
(100) 


* Assessed by internal audit managers. 
° Assessed by internal audit staff. 


two-thirds of these behaviours (16 out of 21) had 
mean utilisations greater than 60.00. 

Table 2 presents descriptive statistics for the 
measures used to represent internal audit team 
performance and staff accountant satisfaction. 
Based on the responses reported in Table 2, it 
appears that the typical internal audit in the re- 
search sample was performed in a greater number 
of hours than budgeted. This conclusion is 
based on the fact that the average audit hours, 
as determined by objective responses of the 
audit managers, exceeded budgeted audit hours 
by 25.02 percent. In fact, of the 50 audits 
comprising the research sample, 78 percent (39 
audits) exceeded budgeted audit hours. The re- 
sponses for audit effectiveness (mean responses 
of 67.41 and 64.18, respectively) and staff satisfac- 
tion (mean response of 58.78) indicate that the 
effectiveness of internal audits and satisfaction of 
internal audit staff for the examinations compris- 
ing the research sample were slightly higher than 
average. 

Table 3 presents the Pearson product moment 
correlations between the 23 leader behaviours and 
measures of audit team performance and staff 
satisfaction. Table 3 presents only the correlations 
between the leader behaviours and: (1) the percent- 
age by which actual audit hours differed from 
budgeted audit hours (hereafter referred to as 
BUDGET); (2) the sufficiency and competency of 
evidential matter (hereafter referred to as EVI- 
DENCE); and, (3) staff satisfaction. No statisti- 
cally significant correlations were observed 
between the leader behaviours and the overall 
quality of the audit examination (highest r = 
—0.19, p = 0.17 for showing consideration); as a 
result, these correlations are not reported in 
Table 3. 


64.18 





Stepwise Regression Models for the Effect of eae 
Behaviours on Dependent Measures 


The correlation coefficients presentéd.in Table 3 
provide some indication of the relationships be- 
tween the 23 leader behaviours and (1) audit team 
performance and (2) staff satisfaction. However, 
since seniors may exhibit many of these behaviours 
simultaneously in practice, these correlations 
may fail to capture the unique impact of each 
individual behaviour on the dependent measures of 
interest. The 23 leader behaviours were highly 
correlated with these behaviours.’ While an 
ordinary least squares regression would allow 
the relative impact of each behaviour on the depen- 
dent measures of interest to be determined, the 
resultant multicollinearity could pose significant 
problems to the validity of the t-statistics (Berry 
and Feldman, 1985).° Stepwise regression analyses 
(using an entry Criterion of «=0.15) were 
performed as a variable reduction technique, a 
common method of handling potential mult- 
collinearity problems (Berry and Felman, 1985). 
These analyses also allow the specific contribution 


i” d 

7Pearson correlations between each of the 23 leader be- 
haviours and all remaining leader behaviours (22 correlations 
for each behaviour) were averaged. The average correlations 
ranged from 0.363 (for facilitating the work) to 0.578 (for 
disseminating information). 

"To determine whether multicollinearity existed among the 
23 leadership behaviours, variance inflation factors (VIFs) were 
determined through multiple regression. VIFs measure the 
combined effect of the dependencies among the regressors on 
the variance of each particular term. .Neter et al. (1983) note 
that VIFs in excess of 10 suggest the possible existence of 
multicollinearity. The fact that two of the 23 VIFs exceeded 
10.000 and three others approached 10.000 (VIF greater 
than 8.00) confirmed our si aac multicollinearity was 


present. 
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Pearson Correlation Coefficients for Associations Between Senior Internal Auditor Behaviours 
and (1) Audit Team Performance and (2) Staff Satisfaction" 


Audit team performance: STAFF 
Leader behaviours EVIDENCE’ BUDGETS SATISFACTION 
Emphasising performance 0.027 —0.116 0.370** 
Showing consideration 0.067 —0.105 0.556*** 
Career counseling; 0.039 — 0.190 0.353** 
Inspiring subordinates 0.202 —0.327** 0.628*** 
Providing praise and recognition 0.147 —0.284* 0.688*** 
Structuring reward contingencies 0.346** —0.252* 0.349** 
Clarifying work roles 0.278* —0.241* 0.402*** 
Goal setting i 0.137 —0.419*** 0.319** 
Training-coaching 0.128 — 0.207 0.483*** 
Disseminating information 0.218 —0.373** 0.588*** 
Encouraging decision ua 0.126 —0.254* 0.412*** 
Delegating 0.053 —0.366** 0.3¢1** 
Planning 0.313** —0.218 0.452*** 
Innovating 0.036 —0.326** 0.395** 
Problem-solving 0.307** —0.483*** 0.483*** 
Facilitating the work _ 0.299** —0.148 0.280* 
Monitoring operations ` 0.398**= —0.203 0.360** 
Monitoring the environment 0.206 —0.292** 0.518*** 
Representing the unit 0.216 — 0,399 *** 0.474*** 
Facilitating cooperation and teamwork 0.212 —9,538*** 0.574*** 
Managing conflict 0.046 —0.320** 0.465*** 
Criticism | 0.072 —0.145 0.467*** 
Administering discipline 0.175 —0.368** 0.322** 


“This table does not include correlations involving the leader behaviours and audit quality 
because none was statistically significant (at p = 0.10). 
Sufficiency and competency of evidential matter (assessed by audit managers using a 


100-millimeter scale). 


‘Percentage variance of actual audit hours from budgeted audit hours (assessed by audit 
managers). Negative correlations indicate that the use of a particular behaviour was related 


to smaller budget’ variances. 
*p < 0.10 (two-tailed). 

**p <'0.05 (two-tailed). 
***n < 0.005 (two-tailed). 


of each behaviour in explaining the variance in 
audit team performance and staff satisfaction to be 
identified. 

The results of the? epi regression 
models employing BUDGET, EVIDENCE and 
STAFF SATISFACTION as dependent vari- 
ables are presented in Table 4. No behaviours 
were significant (p =0.15) for stepwise re- 
gression models examining audit quality; the 
dependent variable was therefore omitted from 
Table 4.° 


>To determine whether the regression models presented in 
Table 4 are affected by multicollinearity, VIFs were calculated 
for each variable. These VIFs ranged from 1.35 to 2.12. As a 
result, it appears that -multicollinearity does not present a 
problem in interpreting the regression results shown in Table 4. 


t 


Audit Team Performance 


As shown in Table 4, each of the stepwise 
regression models was highly significant (highest 
p =0.0044). These models provide additional in- 
sight beyond that obtained by examining the Pear- 
son product moment correlations shown in Table 
3: Panel A of Table 4 indicates that the use of two 
behaviours (facilitating cooperation and teamwork 
and administering discipline) improves audit team 
performance, while a third behaviour (showing | 
consideration) results in decreased levels of audit 
team performance. Overall, this chree-behaviour 
model explained approximately 37 percent of the 
variance in BUDGET. 

The results for BUDGET presented in Table 4 
indicate that both task-related (administering 
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Stepwise Regression Analyses for Significant Leader Behaviours* 


Panel A: Dependent Variable = BUDGET 
Parameter 
INTERCEPT 
Facilitating cooperation and teamwork 
Administering discipline 
Showing consideration 

Model R? = 0.37 


Panel B: Dependent Variable = EVIDENCE 


Parameter 

INTERCEPT 

Monitoring operations 
Model R? = 0.16 


Panel C: Dependent Variable = STAFF SATISFACTION 


Parameter 
INTERCEPT 
Providing praise and recognition 
Planning 
Monitoring operations 
Model R? = 0.56 


p>F 


0.0003 
0.0689 
0.0592 


Beta F 
78.16 
— 0.82 
—0.28 
0.45 


15.54 
3.48 
3.76 


F=8.28 p =0.0002 


Beta F 
10.24 
0.28 


p >F 


898 ` 0.0044: 


F=898 p =0.0044 


p > F° 


Beta F 
10.24 
0.70 
0.36 
—0.28 


Partial R? 


0.0001 
0.0080 
0.0708 


32.29 
7.72 
3.43 


0.4725 
0.0478 
0.0346 


F = 18.36 p <0.0001 


"None of the 23 leader behaviours was significant (at p = 0.10) for the pee variable 


of audit quality. 
’Two-tailed significance. 


discipline) and relationship-oriented (showing con- 
sideration and facilitating cooperation and team- 
work) behaviours influenced the ability of the 
internal audit team to meet the budget." Of 
the three significant behaviours from Panel A of 
Table 4, facilitating cooperation and teamwork 
(R? = 0.2758) explains most of the variance in 
BUDGET. By increasing the extent of cooperation 
and teamwork among internal audit staff, audit 
staff may be more likely to work together on 
various tasks. Working together may allow staff 
to identify more efficient means of gathering 
evidence and reduce the redundancy of audit 
tasks performed. In addition, the more harmo- 
nious work environment created by instilling a 
sense of cooperation, cohesiveness, and identifi- 
cation with the internal audit team may increase 
the productivity (and therefore efficiency) of 
the internal audit staff in conducting the examin- 
ation. The fact that administering discipline ap- 
pears to increase audit efficiency and showing 
consideration appears to decrease audit efficiency 
suggests that the threat of disciplinary action may 
motivate higher levels of productivity from internal 


In discussing results, the terms ‘task-oriented’ and ‘relation- 
ship-oriented’ are used to describe behaviours comparable to 
the Initiating Structure and Consideration dimensions identified 
by the Ohio State studies. However, recall that the behaviours 
comprising Yukl’s taxonomy were not components of the 
original Initiating Structure and Consideration dimensions. 


PS tse 





audit staff than the use of consideration by senior 
accountants. 

Panel B of Table 4 shows that only one be- 
haviour, monitoring operations, has a significant 
(p =0.0044) and positive impact on the sufficiency 
and competency of~evidential matter gathered 
during the audit engagement. Given that the Pear- 
son correlations shown in Table 3 indicate that six 
behaviours are significantly associated with im- 
proved performance (through more sufficient and 
competent evidence), it appears that their impact 
on EVIDENCE is negligible once monitoring op- 
erations is considered. In short, it appears that 
EVIDENCE is improved to the extent that a senior 
keeps informed about the activities of the audit 
staff and monitors their performance. Monitoring 
operations should allow the internal audit senior to 
identify any deficiencies in the evidence gathered 
and increase the probability that the internal audit 
staff gathers sufficient, competent evidence. 

The above results are consistent with those of 
the organisational behaviour literature, which 
identified significant relationships between com- 
ponents of both overall dimensions of leader be- 
haviour and subunit performance (Carroll and 
Gillen, 1987; Podsakoff et al., 1984; Yukl and 
Kanuk, 1979; Yukl et al., 1988). In addition, Pratt 
and Jiambalvo (1981) concluded that the use of 
relationship-oriented behaviours resulted in im- 
proved audit team performance. Interestingly, un- 
like a of this me: Pratt and Jiambalvo 
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(1981) did not observe any significant relationships 
between audit team performance and senior 
accountant use of task-oriented behaviours. 

One source of the inconsistency between the 
results of this study and those of Pratt and 
Jiambalvo (1981) may be differences between in- 
ternal and external audit environments. While the 
exploratory nature of this research makes infer- 
ences tentative, the nature of internal auditing may 
result in increased emphasis being placed on the 
effectiveness aspect of performances vis-d-vis the 
efficiency aspect. In contrast, external auditors may 
place a greater emphasis on efficiency. Because of 
the requirements of GAAS, the use of pre-designed 
audit programmes, the existence of generally ac- 
cepted auditing procedures (such as confirmations 
of accounts receivable and observation of invento- 
ries), and the existence of firm-wide quality control 
standards, external audit examinations would ap- 
pear to meet at least some minimum level of 
effectiveness. As a result, the subjective evaluations 
of audit team performance by managers participat- 
ing in previous studies may have reflected little, if 
any, consideration of the sufficiency and compe- 
tency of evidence. The less specific guidance pro- 
vided by the IIA Standards may result in greater 
differences in audit effectiveness; therefore, internal 
audit seniors may be able to influence performance 
to a greater extent, consistent with the significant 
correlations noted in Table 3 as well as the effect 
of monitoring operations on EVIDENCE shown 
in Panel B of Table 4. 

While effectiveness would logically be important 
in both instances, the losses incurred by external 
auditors for inefficient perforinance (opportunity 
costs in fixed-fee engagements, client dissatisfac- 
tion with higher audit fees in variable-fee engage- 
ments, and negative reputation costs associated 
with failing to adhere to deadlines) suggest that 
this dimension may be of greater importance in an 
external audit environment. Certainly, the fact that 
the average internal audit in the research sample 
exceeded budget by over 25 percent indicates that 
the typical internal audit appears to be performed 
over budget. Because they are employed by the 
organisation, internal auditors may be granted 
more leniency i in exceeding budget (i.e., manage- 
ment is more likely to grant approval) when 
difficulties arise. 

Three other explanations may account for the 
inconsistency of our results with those of Pratt and 
Jiambalvo (1981). First, unlike this study, Pratt 
and Jiambalvo (1981). examined the effect of re- 
lationship and task-oriented behaviours on audit 
team performance by constructing an overall 
measure for each dimension of behaviour. As 
noted earlier in this paper, one observed weakness 
of using broad dimensions of leader behaviour is 
that significant relationships between component 
behaviours and the dependent measure of interest 
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may be obscured by nonsignificant relationships 
with other component behaviours (Van Fleet and 
Yukl, 1986). 

Second, several of the behaviours investigated in 
this research were not examined by Pratt and 
Jiambalvo, since the Yukl taxonomy was unavail- 
able at the time that study was conducted. Many 
of these behaviours (including monitoring oper- 
ations, facilitating the work, anc clarifying work 
roles) resulted in improved audit team perform- 
ance in the current study through significant corre- 
lations with EVIDENCE (see Table 3). In fact, a 
single behaviour (monitoring operations) ac- 
counted for 16 percent of the variation in EVI- 
DENCE (see Table 4). 

A final explanation relates to the measure of 
audit team performance used in this study. Unlike 
Pratt and Jiambalvo, this study employed multiple 
measures of audit team performance: in particular, 
both an audit efficiency measure “BUDGET) and 
an audit effectiveness measure (EVIDENCE) were 
used. The measures used in this study allow ad- 
ditional insights to be drawn about the effect of 
leader behaviours on audit team performance for 
two reasons. First, leader behaviours may not 
consistently affect different dimensions of audit 
team performance (as found herein and suggested 
by Yukl and Kanuk, 1979). Also, assuming that it 
was accurately reported by audit managers, BUD- 
GET represents an objective, unbiased measure of 
audit team performance. 


Staff Satisfaction 


While all 23 leader behaviours are significantly 
correlated with staff satisfaction at z = 0.10 based 
on Pearson product moment correlations (see 
Table 3), the stepwise regression analysis presented 
in Panel C of Table 4 indicates that the use of both 
Consideration (providing praise and recognition) 
and Initiating Structure (planning) behaviours re- 
sulted in increased staff satisfaction. However, as 
the internal audit senior monitored operations to 
a greater extent, staff satisfaction decreased 
(B = — 0.28). This model indicates that positive 
reinforcement and planning increase the satisfac- 
tion of internal audit staff; however, staff auditors 
also valued the freedom to perform work without 
excessive senior auditor monitoring. Overall, these 
three variables explained 56 percent of the variance 
in staff satisfaction. 

The significant correlations between relation- 
ship-oriented behaviours (such as providing praise 
and recognition) and staff satisfaction are consist- 
ent with the results from both the organisational 
behaviour literature (see reviews by Kerr and 
Schriesheim, 1974; Korman, 1966 and Yukl, 1971 
and 1989) and the accounting literature 
(Jiambalvo and Pratt, 1982; Pratt and Jiambalvo, 
1981). Stepwise regression results indicated that 
providing praise and recognition, through actions 


SPRING 1993 


such as showing appreciation for special efforts of 
staff and contributions made by staff in the audit, 
improves audit staff satisfaction. This finding indi- 
cates that audit staff appear to appreciate acknowl- 
edgement of their efforts by the internal audit 
senior and was consistent with previous accounting 
studies (Jiambalvo and Pratt, 1982). 

In contrast, previous accounting studies did not 
identify significant relationships between task-ori- 
ented behaviours and staff satisfaction (Jiambalvo 
and Pratt, 1982). In this study, staff satisfaction 
appears to be affected by the task-oriented be- 
haviours of planning and monitoring operations. 
These behaviours might be manifested by organis- 
ing work, coordinating staff activities, observing 
the progress of audit activities, and anticipating 
potential problems. To the extent that audit plan- 
ning can organise the work and reduce ambiguities 
about tasks to be performed, the amount of over- 
time and pressure of time deadlines may be re- 
duced, resulting in higher levels of staff 
satisfaction. However, it appears that excessive 
monitoring of operations actually decreases the 
level of staff satisfaction. This finding indicates that 
internal audit staff desire some level of freedom in 
performing their activities and may resent what 
they feel are excessive levels of monitoring by their 
internal audit senior. 


Effect of Staff Satisfaction on Audit Team Perform- 
ance 


Pratt and Jiambalvo (1981) found audit team 
performance to be a function of both staff satisfac- 
tion and leader behaviours. Statistically significant 
correlations between staff satisfaction and both 
BUDGET (r= —0.305, p =0.035) and EVI- 
DENCE (r = 0.242, p = 0.095) noted in this study 
are consistent with these findings. In conjunction 
with the significant relationships noted between 
leader behaviours and staff satisfaction (see 
Tables 3 and 4), the question arises as to whether 
BUDGET and EVIDENCE are functions of staff 
satisfaction or leader behaviour. This possibility 
was examined in two ways. First, partial corre- 
lations were calculated between the performance 
measures and leader behaviours. Of the significant 
relationships noted in Table 3 for BUDGET and 
EVIDENCE, nine and five, respectively, are still 
observed after controlling for staff satisfaction. 
Also, the stepwise regression models for these 
variables were reperformed with the level of staff 
satisfaction included in the model prior to consid- 
ering any behaviours. The results relating to the 
behaviours were identical to those shown in 
Table 4; in addition, staff satisfaction was not 
statistically significant in either model. Thus, while 
it appears that performance is related to staff 
satisfaction, the most important relationships be- 
tween leader behaviours and performance continue 
to exist after considering staff satisfaction. 
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Limitations and future research 


Some limitations should be considered when 
interpreting the results of this research. First, while 
attempts were made to examine internal audits for 
a wide cross-section of organisations throughout 
the United States, the results do not generalise to 
all internal audits. It is possible that factors such 
as the size of the internal audit team and industry 
of the auditee may influence our results. However, 
as noted earlier in the paper, efforts were under- 
taken to reduce differences between industries." 
Second, the measures of leader behaviours ob- 
tained in this study are based on perceptions of 
staff accountants. While this approach is consistent 
with previous research (Pratt and Jiambalvo, 1981 
and 1982; Yukl, 1989), measurements of this 
nature make it difficult to specify unequivocally the 
direction of the relationships examined herein. 
This is especially true when considering the results 
for staff satisfaction, a measure also provided by 
internal audit staff (e.g., did behaviours cause 
satisfaction or did satisfied staff accountants 
attribute certain behaviours to their senior?). As 
correlation does not imply causation, any con- 
clusions are tentative. 

Finally, previous research in both the accounting 
(Jiambalvo and Pratt, 1982) and organisational 
behaviour literature (Fielder, 1967; House and 
Mitchell, 1974; Weed, Mitchell and Moffitt, 1976) 
found that the effectiveness of different measures of 
leadership is dependent on the environment (in 


.particular, task complexity). While examining task 


complexity was beyond the scope of this study, 
only responses for audits of a recurring, general 
nature were elicited to avoid any large differences 
in task complexity., However, the inability to con- 
trol completely for task complexity represents a 
limitation of this study and may be improved upon 
by future researchers by identifying internal audits 
possessing different levels of complexity and 
difficulty. 

While the exploratory nature of this research 
should be considered, our results suggest various 
extensions. Determining factors that influence how 
and why internal audit seniors use the behaviours 
specified in Yukl's taxonomy, similar to Pratt and 


l To determine whether the industry of the auditee affected 
the relationship between leadership behaviours and the depen- 
dent measures of interest, we -used indicator variables to 
represent the four industries. A hierarchical stepwise regression 
was conducted by including the indicator variables as a block 
and proceeding with normal stepwise regression using the leader 
behaviours. The results for the leadership behaviours were 
almost identical to those presented in Table 4. The exception 
was that only Facilitating Cooperation and Teamwork entered 
the mode] using BUDGET as a dependent variable; however, 
this behaviour accounted for 73 percent (0.27 out of 0.37) of the 
variation explained by the original stepwise regression model in 
Table 4. Thus, it appears that considering the industry member- 
ship of the auditee does not significantly influence our results. 
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Jiambalvo's (1982) examination of the Initiating 
Structure and Consideration dimensions of be- 
haviour, remains unexplored. In addition, examin- 
ing the 23-factor taxonomy developed by Yukl in 
an external audit setting would extend the work of 
Pratt and Jiambalvo (1981) by providing insight 
into the effect of behaviours comprising this more 
recent taxonomy on audit team performance and 
staff satisfaction. Based on the results of this study, 
such research may also examine separately differ- 
ent aspects of audit team performance (e.g., audit 
effectiveness and audit efficiency). Given the im- 
portance of increasing staff satisfaction and im- 
proving audit team performance in an external 
audit environment, it appears that studies of this 
nature are of particular import. 
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Appendix 


ones to Internal Audit Managers: 
. By what percent did total actual audit hours in the 
audit examination identified above go over (under) 
budgeted audit hours? 

2. In your opinion, how did the quality of the audit 
identified above compare to other audits in which 
you have participated? [Continuous 100-millimeter 
scale ranged from ‘Relatively Lower in Quality’ to 
‘Relatively Higher in Quality’] 

3. In your opinion, how did the sufficiency and compe- 
tency of the evidential matter gathered in the audit 
examination identified above compare to that of 
other audits in which you have participated? [Con- 
tinuous 100-millimeter scale ranged from ‘Rela- 
tively Less Sufficient and Competent’ to ‘Relatively 
More Sufficient and Competent’] 


gi to Internal Audit Staff Members: 
How did your degree of job satisfaction while 
participating in the audit identified above compare 
to other audits in which vou have participated? 
[Continuous 100-millimeter scale ranged from 
‘Relatively Lower Satisfection’ to ‘Relatively 
Higher Satisfaction] 

All remaining questions used a continuous 100-milli- 

meter scale which ranged from ‘Limited Extent’ to 

‘Great Extent’. 

2. EMPHASIZING PERFORMANCE: To what ex- 
tent does the identified senior internal auditor em- 
phasize the importance of internal audit staff 
member performance and encourage internal audit 
staff members to exert maximum effort? 

3. SHOWING CONSIDERATION: To what extent 
is the identified senior internal auditor friendly, 
supportive, and considerate in his/her behavior 
toward internal audit staff members? 

4. CAREER COUNSELING: To what extent does 
the identified senior internal auditor offer helpful 
advice to internal audit staff members on how to 
advance their careers, encourage them to develop 
their skills, and otherwise manage their professional 
development? 


10. 


11. 


13. 


14. 


15. 


16. 


17. 


. ENCOURAGING 
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. INSPIRING SUBORDINATES: To what extent 


does the identified senior internal auditor stimulate 
enthusiasm among staff members, and say things to 
build their confidence in the group’ s ability to 
successfully attain its objectives? 


. PROVIDING PRAISE AND RECOGNITION: 


To what extent does the identified senior internal 
auditor provide praise and recognition to internal 
audit staff members for effective performance, and 
show appreciation for special efforts and contri- 
butions made by staff members? 


. STRUCTURING: REWARD CONTINGEN- 


CIES: To what extent does the identified senior 
internal auditor reward effective internal audit staff | 
member performance with tangible benefits? 


. CLARIFYING WORK ROLES: To what extent 


does the identified senior internal auditor inform 
internal audit staff members about their duties and 
responsibilities, clarify rules and policies, and let 
internal audit staff members know what is expected 
of them? 


. GOAL SETTING: To what extent does the ident- 


ified senior internal auditor, either alone or with an 
internal audit staff member, set specific, challenging, 
but realistic, performance goals for each important 
aspect of the internal audit staff member’s job? 
TRAINING-COACHING: To what extent does 
the identified senior internal auditor either provide 
any necessary training and coaching to internal 
audit staff members or arrange for others to provide 
training or coaching? 

DISSEMINATING INFORMATION: To what 
extent does the identified senior internal auditor 
keep internal audit staff members informed about 
decisions, events and developments that affect their 
work? 

DECISION PARTICI- 
PATION: To what extent does the identified senior 
internal auditor consult with internal audit staff 
members before making work related decisions, and 
otherwise allow internal audit staff members to 
influence his/her decisions? l 
DELEGATING: To what extent does the identified 
senior internal auditor delegate responsibility and 
authority to internal audit staff members and allow 
them discretion in determining how to do their 
work? 

PLANNING: To what extent does the identified 
senior internal auditor plan in advance how to 
efficiently organize and schedule the work, coordi- 
nate internal audit staff activities, accomplish task 
objectives, and cope with potential problems? 
INNOVATING: To what extent does the identified 
senior internal auditor look for new opportunities 
for the internal audit to exploit, propose new activi- 
ties to undertake, and offer innovative ideas for 
strengthening the internal audit staff? 
PROBLEM-SOLVING: To what extent does the 
identified senior internal auditor take. prompt and 
decisive action to deal with serious work-related 
problems and disturbances? 

FACILITATING THE WORK: To what extent 
does the identified senior internal auditor provide 
internal audit staff members with any supplies, 
equipment, supportive services and other resources 
necessary to do their work effectively? 


18. 


19. 


21. 


The Debt/Equity Swap in Latin America—In Whose Interest? 


MONITORING OPERATIONS: To what extent 
does the identified senior internal auditor keep 
informed about the activities within his/her internal 
audit staff and check on the performance of internal 
audit staff members? 

MONITORING THE ENVIRONMENT: To what 
extent does the identified senior internal auditor 
keep mformed about outside events that have im- 
portant implications for his/her internal audit staff? 


. REPRESENTING THE UNIT: To what extent 


does the identified senior internal auditor promote 
and defend the interest of his/her internal audit staff 
and take appropriate action to obtain necessary 
resources and support for the internal audit staff 
from superiors, peers and outsiders? 

FACILITATING COOPERATION AND TEAM- 
WORK: To what extent does the identified senior 
internal auditor emphasize teamwork and try to 


23. 


24. 
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promote cooperation, cohesiveness and identifi- 
cation with the internal audit staff? 


. MANAGING CONFLICT: To what extent does 


the identified senior internal auditor discourage 
unnecessary disagreements among internal audit 
staff members, and help them settle disagreements 
in a constructive manner? 

CRITICISM: To what extent does the identified 
senior internal auditor criticize specific acts of sub- 
ordinates which are unacceptable to the organiz- 
ation, find positive things to say, and provide 
opportunities for internal audit staff members’ ex- 
planations? 

ADMINISTERING DISCIPLINE: To what extent 
does the identified senior internal auditor. take 
appropriate disciplinary action to deal with an 
internal audit staff member who violates a rule, or 
has consistently poor performance? 
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Management Discussion and Analysis: 
An Evaluation of Practice in UK 


and US Companies 


W. Collins,* E. S. Davie* and P. Weetmant 


Abstract—The Accounting Standards Board has proposed the inclusion of an Operating and Financial Review in 
the annual reports of large UK companies, similar to the Management Discussion and Analysis (MD&A) required 
by the Securities and Exchange Commission (SEC) in the USA. This paper explores the nature of the MD&A reports 
already existing in the case of 42 UK companies which report to the SEC and compares these with a sample of 
42 large US companies. Techniques of content analysis and a subjective scoring system were used to quantify the 
differences between observed practice of UK and US companies within the same set of regulations. UK companies 
were found to provide more informative reports with respect to disclosure of aspects of risk and uncertainty, as well 
as providing more forward-looking information. In both the UK and the USA there was no evidence of homogeneity 
of form and content within or between industry groupings. It is concluded that it is feasible for UK companies to 
produce the type of report envisaged by the Accounting Standards Board and that a wide range of practice exists 
within the framework of the SEC regulations. Research into user needs will be required to identify the most useful 


disclosures. 


Introduction 


The Accounting Standards Board, in April 1992, 
published a Discussion Paper proposing that an 
Operating and Financial Review (OFR) should be 
included in the annual reports of large companies. 
The purpose of the OFR, as stated in the Discussion 
Paper (para. 5), was that it would: 


provide management with an opportunity to 
interpret and discuss the financial statements 
and would cover three main areas: 


(a) a commentary on the operating results; 

(b) a review of the financial needs and resources; 

(c) a commentary on shareholders’ return and 
value. 


It was claimed in the discussion paper (para. 22) 
that the proposed OFR would cover all principal 
areas dealt with in the Management Discussion 
and Analysis (MD&A) requirements of the Secur- 
ities and Exchange Commission (SEC) in the USA, 
but would include additional items in certain areas, 
such as interest and currency exposure manage- 
ment, explicit reference to borrowing facilities and 
covenants, capital expenditure plans and a section 
on shareholder return and value. 


*Members of the Department of Accountancy and Finance, 


University of Stirling. 
{Department of Accountancy and Finance, Heriot-Watt 
University. 


The proposal contained in the Discussion Paper 
was for a voluntary and flexible approach, rather 
than regulation. This was consistent with the 
ASB’s reasoning in its Future Work Programme of 
September 1991, where it identified possible mech- 
anisms for introducing an MD&A as (para. 21): 
legislation; accounting standard; Stock Exchange 
requirement; statement of best practice. 

In the view of the ASB, citing the poor precedent 
set by the style of the UK Directors’ Report, 
it would not be easy to achieve by legislation the 
blend of requirement, guideline and exhortation 
which underlies the North American MD&A. 

Again in the view of the ASB, not all the material 


> contained in the MD&A would be suitable for an 


accounting standard. Information about under- 
lying assumptions or contingent liabilities could be 
contained in expanded notes and should therefore 
be appropriate material for an accounting standard. 
More discursive material, such as a discussion 
of trends, would not be appropriate. A Stock 
Exchange requirement would be more flexible than 
legislation but in the absence of widespread experi- 
ence of MD&A in the UK, the ASB took the view 
that it would not be realistic to expect the London 
Stock Exchange to introduce and enforce such a 
requirement for all listed companies. 

By the foregoing process of reasoning, the ASB . 
concluded that the statement of best practice was 


the only feasible route for introducing the MD&A_- 


into UK financial reporting at the present time. 
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The ASB listed possible advantages of introducing 
the MD&A type of document into UK financial 
reporting in that from the standard setters’ point 
of view it would (para. 20): 


supplement and give direction to the improved 
forms of financial reporting which accounting 
standards are designed to achieve; 

help to improve the climate of financial report- 
ing by reinforcing the message that bad news 
and good news must be treated even-handedly in 
an objective assessment of financial conditions 
and results; 


and from a preparers’ point of view it could: 


provide a more natural vehicle for explaining 
the implications of financial policies and major 
transactions and other events than may be 
offered by the formal structure of the financial 
statements. 


The ASB reiterated its interest in the subject of 
MD&A in the first annual review published by the 
Financial Reporting Council in November 1991 
(FRC, 1991, para. 5.42). 


Matters for investigation : 


The ASB expressed in its Discussion Paper (para. 
23) the hope that a voluntary approach would 
enable preparers of OFRs to place less emphasis on 
precise interpretation of details of the recommend- 
ations and more emphasis on producing a coherent 
and readable discussion. It provided a list of items 
which were deemed useful to users, but without 
quoting supporting evidence. Finally the discussion 
paper sought comments on (inter alia): 


whether the proposed items for disclosure are 

considered appropriate; and whether the form of 

presentation of the OFRs should be more rigidly 
specified. 

This paper aims to provide evidence which con- 
tributes to answering these two questions, based on 
analysis of existing practice in the USA as com- 
pared with existing practice in those UK. companies 
which already prepare a MD&A report for SEC 
purposes. In particular the paper addresses the 
questions: 


Has the supposedly rigid regulation by the SEC 
in fact led to the highly uniform presentation 
presumed in the ASB discussion paper? 
Which items of information have been disclosed 
and to what extent is there already evidence of the 
process of voluntary disclosure of information, 
particularly in relation to risks and uncertainties? 
In dealing with the first of these questions the 
paper uses techniques of content analysis to com- 


pare the US and UK practice. In dealing with the 
second it has drawn on the proposals of the dis- 
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cussion paper Making Corporate Reports Valuable 
(ICAS, 1988) and applied techniques used in prior 
research based on those proposals. From this base 
of information the paper addresses the issue of 
whether it is probable that the ASB could achieve 
implementation of MD&A by its preferred route of 
a Statement of Best Practice. 

First, the SEC regulations are set out in some 
detail as an indication of the extent to which they 
are prescriptive and the extent to which they are 
seeking to encourage best practice. 


SEC regulations 


The SEC Accounting Rules (SEC, 1991) are 
complex and the regulations relating to the MD&A 
are scattered through a range of pronouncements, 
some of general application and some highly 
specific. This section brings out the main aspects of 
the regulation. 

The starting point is Regulation S-K, paragraph 
229.303, It specifies the full title as ‘Management’s 
Discussion and Analysis of Financial Conditions 
and Results of Operations’ and requires that the 
discussion shall provide: 


information... with respect to liquidity, capital 
resources and results of operations and shall also 
provide such other information that the registrant 
believes to be necessary to an understanding of its 
financial condition, changes in financial condition 
and results of operations. [Item 303(a)] 


Under each of the three headings (liquidity, 
capital resources and results of operations) the 
regulation then sets out more specifically the 
requirements for each, emphasising the desirability 
of information about known trends or uncertainties 
that will have, or might be expected to have, a 
material favourable or unfavourable impact. Dis- 
cussions of liquidity and capital resources may be 
combined whenever the two topics are interrelated. 

The background to the MD&A is explained 
further in Release No. 36 issued in 1989 (SEC, 1991, 
para. 2536). The current framework of MD&A 
was adopted in 1980 although the origins of the 
MD&A requirements date to 1968. In 1986, the 
accounting firm of Coopers and Lybrand submitted 
to the Commiussion’s Office of the Chief Accountant 
a proposal recommending increased MD&A dis- 
closure of business risks and the performance by the 
independent auditor of specified review procedures 
with respect to these disclosures. Shortly thereafter, 
the managing partners of seven major accounting 
firms issued a white paper entitled The Future 
Relevance, Reliability, and Credibility of Financial 
Information: Recommendations to the AICPA 
Board of Directors (Cook, 1986), which called for 
increased risk disclosure, but contemplated that 
such disclosure would be separate from MD&A 
and would be subject to audit coverage. 
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The Commission ‘thereafter responded with a 
Concept Release requesting comments concerning 
the adequacy of the MD&A requirements and the 
costs and benefits of the revisions suggested by the 
proposals. Virtually all the 196 commentators 
opposed the proposals initiated by members of the 
accounting profession, and most took the position 
that there was no need to change the MD&A 
requirements. The SEC undertook a special review 
of MD&A disclosures to assess the adequacy of 
disclosure practices and to identify any common 
areas of deficiencies. As a result of that review 
the Commission concluded in 1989, as reported in 
Release 36, that no amendments were needed to the 
MD&A requirements set forth in Regulation S-K. 

Para. 3793 of the SEC regulations (SEC, 1991) 
sets out, at some length, extracts from Financial 
Reporting Release No. 36 which give examples of 
good practice in the MD&A. A useful checklist for 
an MD&A report has been provided by Hooks and 
Moon (1991), designed to aid company management 
in the preparation of the MD&A but also helpful to 
others in understanding the SEC requirement. The 
checklist includes a total of 65 items to consider. 


MD&A and Description of the Business in 
Registration of Securities 

When new securities are registered to be sold in 
the US primary markets, the most commonly used 
form of registration is Form 8-1. The Description 
of the Business is a very important element of 
Form S-1 and, as will be seen from the list in 
Appendix A, goes well beyond the annual 10-K 
requirements. Form S-1 also requires an MD&A 
but the MD&A complements the Description of 
the Business. Although this paper reports only the 
analysis of the MD&A, the complementary nature 
of the Description of the Business should be borne 
in mind when evaluating the suitability of the 
MD&A in a UK context. Skousen (1991) com- 
ments that the MD&A is a very important element 
of Form S-1 but that a further important element 
of explanation is found in the Description of the 
Business. 


MD&A as a Vehicle for Reporting Risks and 
Uncertainties 


A Task Force on Risks and Uncertainties pro- 
duced a report on behalf of the AICPA with the 
primary purpose of urging the Financial Account- 
ing Standards Board to consider practical ways of 
establishing requirements for improved disclosures 
in financial statements of information on risks and 
uncertainties and to provide readers of accounts 
with an informed discussion of the issues involved 
(AICPA, 1987). The task force recommended that 
disclosures should include the following: 


1. Nature of operations 
2.. Basis of financial statement preparation 
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3. Certain significant estimates 
4. Current vulnerability due to concentrations. 


The disclosure of the nature of the operations 
would set the scene with descriptions of products, 
services, markets and location of operations and 
markets. There would be an explanation that the 
basis of financial statement preparation, under the 
historical cost convention (which is not questioned 
by the task force), requires the use of manage- 
ment’s estimates. There should be a discussion 
of significant, change-sensitive estimates used by 
management to measure assets and liabilities at the 
reporting date. Vulnerability due to concentrations 
could relate to assets, customers, suppliers or other 
similar items which could make the enterprise 
vulnerable to the risk of severe impact on near- 
term cash flows or results of operations. 

The task force claimed that in item (4) of the 
above list, it went beyond SEC requirements. The 
SEC requirements for MD&A are more general in 
‘any known trends or uncertainties’, whereas the 
task force believed that short-term susceptibility 
should be highlighted. The wording of the MD&A 
regulations is ‘reasonably expects’ while the Task 
Force proposed ‘reasonably possible’. The Task 
Force felt that the vulnerability should be high- 
lighted even where the event was not expected to 
occur. The threshold of disclosure required by the ' 
Task Force in item (4) would be ‘severe impact’ 
which is higher than the more widely known and 
understood ‘materiality’. The task force felt that 
the requirement for disclosures of this kind should 
be in GAAP rather than being only a matter of 
SEC regulation. 

The discussion document Making Corporate 
Reports Valuable (ICAS, 1988) recommended 
disclosure by management in the corporate report 
of those areas which are particularly subject to 
uncertainty and the boundaries of that uncertainty. 
There was no proposal in that discussion document 
that such information should be contained in an 
MD&A but the later feasibility study published 
as the accounts of Melody pic (ICAS, 1990) did 
contain a ‘Management Discussion and Analysis’ 
structured to suit the business reporting needs 
rather than deliberately seeking to follow the SEC 
prescription. | 

A Canadian study (Boritz, 1990) made a compre- 
hensive review of approaches to dealing with risk 
and uncertainty, in the particular context of the 
expectations gap in auditing. It recommended 
improved integration between the financial state- 
ments and MD&A and proposed less disclosure of 
insignificant items in favour of added emphasis 
on the significant ones. The study concluded that 
certain information contained in the MD&A, such 
as the nature of the business and a description of 
risks and uncertainties, belongs instead within the 
financial statements. The MD&A should provide 
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the opportunity for management to discuss, analyse 
and interpret the information contained in the 
financial statements. 

Boritz identified four classifications of risk and 
uncertainty, namely: 


uncertainty about the nature and role of financial 
statements; 

uncertainty about the nature of business 
operations portrayed in the financial statements; 
uncertainty due to limitations of financial 
statement measurements and disclosures; and 
uncertainties about management’s motives and 
intentions. 


His recommendations for dealing with these were 
very specific to the Canadian regulations contained 
in the CICA Handbook, but most significant from 
the MD&A viewpoint was the proposal for a more 
intense audit review of the MD&A. 

Hooks and Moon (1991) identified the MD&A 
as potentially a major source of risk information, 
given the encouragement and-flexibility afforded by 
Release No. 36. 


Materiality Threshold for the MD&A 


If the ASB were to require a document of the 
MD&A type, one issue to be addressed would be 
materiality and whether the materiality level attach- 
ing to MD&A disclosures should be the same as 
that attaching to the primary financial statements 
and notes to those statements. An indication of 
materiality is provided by Dieter and Heyman 
(1991) in a discussion of an SEC Staff Accounting 
Bulletin, SAB No. 88. This bulletin applies to 
foreign companies listing their securities in US 
markets. It would appear that the materiality 
threshold for MD&A disclosure is higher (i.e. 
less demanding) than the norms typically used for 
financial statement disclosure and that information 
disclosed in the MD&A, if deemed material, can 
be less detailed than that required by US GAAP or 
regulation S-X. 


MD&A and the Risk of Litigation 


The SEC will identify and prosecute incomplete 
and misleading disclosures involving the MD&A. 
Bagby et al. (1988) provide detailed case study 
discussions of situations such as: failure to discuss 
the loss of a major customer; failure to disclose 
adequately the obsolescence of large inventories of 
computers; accounting procedures aimed at income 
smoothing; and failure to disclose a greenmail 
premium within a stock repurchase arrangement. 

Companies which make forward-looking state- 
ments are protected by the SEC Safe Harbor Rule. 
‘Forward-looking statements’ are defined in the 
legislation. Broadly they cover projections of items 
such as revenues, earnings, dividends or capital 
structure, statements of management objectives and 
plans for future operations, statements of future 
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economic performance and statements of assump- 
tions relating to such matters. Bagby et al. (1988) 
suggest that although the Safe Harbor Rule appears 
to provide issuers with an opportunity to commun- 
icate their expectations to investcrs, in practice the 
Rule creates numerous risks for registrants and 
their auditors. The form of presentation should not 
convey undue certainty about management’s assess- 
ment of future performance. Failure to disclose 
significant assumptions might be considered mis- 
leading, especially where the assumptions were opti- 
mistic. It has been suggested by tae SEC, although 
not required, that as issuers gain experience with 
projections under the Safe Harbor Rule, they might 
show the accuracy of previous projections through 
an analysis of variance between their projections 
and the actual results. 


Prior research into the MD&A 


Empirical research into the MD&A in the USA has 
mainly been of the compliance type, such as a 
summary of key aspects of the SEC requirements 
and discussion of several specific cases of MD&A 
deficiencies that have been the subject of SEC 
enforcement actions (Dieter and Sandefur, 1989). 

Bagby et al. (1988) identify two changes in SEC 
disclosure philosophy as having profound effects 
on the amount and type of information disclosed. 
The SEC has broadened the type of information 
required in mandatory disclosures and has shown 
more active consideration of the cost of mandated 
disclosure in relation to perceived benefits. Bagby 
et al. carried out a survey of segmental disclosures 
in the MD&A but otherwise there appears to have 
been little prior research into the overall content of 
the MD&A. 

In Canada, a survey by the Ontario Securities 
Commission (OSC, 1988) (reported in The Account- 
ant, March 1992, pp. 9 and 19) found a sample of 
1989 reports lacking in many respects, particularly 
in relation to forward-looking information and the 
lack of discussion of risks and uncertainties. The 
OSC is considering developing a guideline which 
would outline the key characteristics of the MD&A. 


Empirical data 


An opportunity to discover the way in which UK 
companies might present an MD&A is available 
through the Form 20-F which is lodged with the 
SEC by those UK companies which have a listing 
on a US stock exchange. The total number of such 
companies identified was 42 in respect of year-ends 
on 31 December 1990 or within sx months either 
side. Clearly, this is not a random sample because 
these are UK companies with a particular interest 
in seeking a US listing but they are probably 
representative of a larger number of UK companies 
(approximately 200) whose shares are traded in 
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the form of American Depositary Receipts (ADRSs) 
but which are exempt from the SEC requirement to 
produce financial statements under US GAAP. As 
the names in Appendix C indicate, they are leading 
UK companies which are likely to be influential in 
terms of developing new approaches to financial 
reporting. 

As a basis for evaluating the UK experience, 
jit was decided to take a sample of 42 major US 
companies. The requirement for US companies to 
present an MD&A is strictly speaking a require- 
ment for the Form 10-K which is lodged with the 
SEC, but in practice the MD&A is contained in the 
annual report of major listed US companies with 
a cross-reference to this from the 10-K. A sample of 
42 annual reports of US companies was obtained 
from within the 100 leading American companies 
as listed in the Times 1000 list of companies ranked 
by turnover (taking the largest by turnover from 
that list, allowing for some non-responses). All 
had year-ends on 31 December 1990 or within six 
months either side. The US sample was not a 
matched set in relation to the UK. companies, so 
far as industry grouping was concerned, since pre- 
liminary investigation had indicated that industry- 
specific effects were unlikely to be strong, and was 
chosen primarily in order to give a similar-sized 
base of information against which to evaluate the 
UK experience. 

The MD&A section of an annual report of a US 
company is typically two to three pages in length, 
located after the ‘glossy’ public relations designed 
information about the company, but before the 
audit report and the formal financial statements. 
In the case of the UK companies, location of the 
MD&A within the 20-F is at Item 9 of the SEC 
requirements, and since the 20-F is a document 
for filing rather than for wide public circulation, 
the style of presentation is probably relatively 
insignificant to the issuing companies, The content 
is analysed here without comment on the style 
of presentation within the UK companies’ 20-F, 
although style of presentation is analysed in the 
case of the US company reports. (Some caution is 
required in making a direct UK/US comparison 
since the UK companies are reporting on Form 
20-F, relating to foreign registrants, while the US 
companies are reporting on Form 10-K, but the 
regulations for both are substantially identical for 
the purposes of this analysis.) 


Method of investigation 
The MD&A section of each annual report was 


=~ analysed by the method of content analysis which 


has been used in previous research to investigate 
corporate submissions on proposed accounting 
standards (MacArthur, 1988). Content analysis, 
based on the number of lines in the MD&A and a 
coding of those lines, has been carried out in exam- 


127 


ining the documents for relative content under the 
headings: introduction to the report; liquidity and 
capital resources; operations; other items. 

The comparison looks for similarities or differ- 
ences between UK and US practice and also tests 
for similarities or differences within industry 
groupings, using a chi-square test. In the case of 
‘other items’ a detailed list was prepared of all 
items found, with the proportion of content and 
the frequency of occurrence. 

In order to establish the extent to which the 
documents were providing evidence of the flexible 
and voluntary disclosure seen as desirable by the 
ASB, a ‘scorecard’ was devised, similar to that used 
by Gray et al. (1991) in testing the implementation 
of Making Corporate Reports Valuable (ICAS, 
1988) in the annual reports and other published 
output of 300 UK companies. The scorecard. used 
in this research is a modification of their approach 
because the MD&A could not be expected to cover 
those items which more properly appear in the 
financial statements. It does preserve the headings 
of their research, namely: 


financial position and performance; 
segment information; 

innovation and research and development; 
external and market information; 
future-orientated information. 


Items included under each heading were included 
on the basis that either they provided opportunities 
for discussion of risks and uncertainties pertaining 
to the accounting information or they provided 
potential for reporting future-orientated infor- 
mation. The scorecard is shown in Appendix B to 
this paper, with cross referencing to paragraphs of 
MCRV. The scoring system allowed the scorer to 
identify future-orientated information against each 
item as well as against those specifically listed as 
being future-orientated.. The heading ‘other items’ 
is used to cover aspects of good quality presentation 
and to look for information about human assets, 
listed in MCRYV as a potential item of interest. 

The scoring system used was to give 2 marks 
for each item of information about the past and 
2 marks for each item of information about the 
future, with a scorer’s option of 1 mark where there 
was a passing reference but the scorer felt the 
information was incomplete. For consistency, one 
scorer was used for all UK reports and one for all 
US reports, with cross-checking on a sample basis. 


Analysis of UK and US MD&A reports 


Overall Content 

The allocation of main contents, measured in 
number of lines, summed over all 42 MD&A 
examples, is shown in Table 1. It is clear that by 
far the largest element of discussion is contained in 
the commentary on operations but the proportion 
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for liquidity and capital resources is greater in Table 3 

the US than in the UK. A chi-square test com- Chi-Square Test on Contents 
paring the number of lines in each category Across and Within Each Group _ 
confirms, as may be seen by inspection, that there 


HS . UK companies chi-square 

are significant differences between UK and US Comparing total contents of 
reports. each of the above groups 387.56 
Subdivision by Sectors Within each group: 

Within the 42 examples obtained, some grouping ae and household TAS 
is possible. For the UK companies this is based b: = 95 46 
primarily on the groupings used for the purposes’ | consumer goods ' 38146 
of the FT-Actuaries share classification. For the extractive industries 316.97 


US companies it is based on the business as stated telecoms 80.65 
in the annual report. Although the groupings are 
not exactly matched across the two samples, the 
nature of the groups is not of prime importance 
since the purpose is to examine whether there are 


US companies 


Comparing total contents of 
each of the above groups 906.38 


similarities within groups or similarities between Within each group: 

groups regardless of the nature of the business. The aerospace | 950.43 

allocation of main contents, analysed by categories | health and household 54.28 
retail stores* 367.00 


of company, is shown in Table 2. Those not | 123 1] 
categorised represent a miscellaneous collection ee ilein ag a5 
of industrial concerns which could not easily be ed 164.08 
grouped in smaller units and consequently have | i I L 
not been analysed in Table 2. “using 7 companies only, as maximum permitted in 
Application of the chi-square test to the line con- Minitab l 
tent of each sector grouping shows (Table 3) that (For US companies there was insufficient data in 
there are significant differences between the sector the ‘Introduction’ section of the reports, so that the 
groups. Application of the chi-square test also chi-square test was performed on three categories 
reveals significant differences within the groups. orcontenta ony) 





Tabk 4 
Incidence of Mention of Other Items in the MD&A 


UK 
No. of 


companies 
reporting 
on item 


Taxation New accounting standards 
Inflation 

Extraordinary items 

GAAP 

Interest 

Discontinued operations 
Acquisitions 

Earnings per share 

Research and development 
Environmental 
Shareholders’ equity 
Seasonality 

Forecast capital expenditure 
Metals and minerals 

Credit control 

Off balance sheet risks 
Currency exposure 

Deposits 

Interbank funds 
Commercial paper 

Asset and liability management 


Environmental costs 
Market environment 
Backlog of orders 
Earnings per share 
Share repurchase 
Industry outlook 
Research and development 
Financial responsibility 
Performance objectives 
Ratios 

Restructuring 
Regulatory decisions 
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There is no evidence of uniformity of structure of 
MD&A reports in either the UK or the USA. 
This provides evidence that thè companies have 
designed a report tailored to their specific require- 
ments rather than following a pattern established 
either within the sector or across all companies. 
To that extent the MD&A report is serving the 
purpose of encouraging a free-ranging design of 
report within a general prescription of content. 


Features in the ‘Other’ Category 


Table 4 summarises the frequency of occurrence 
of other items specific to the reporting enterprise. 


UK 


In the UK reports, taxation is the most frequently 
occurring item of comment, the highest propor- 
tionate comment being in the reports of Saatchi 
and Saatchi (15% of total) and of British Steel 
(10%). The former provides a discussion of the 
utilisation of tax losses in the accounting state- 
ments while the latter provides a clear explanation 
of the nature of deferred tax accounting and of 
the effective tax charge. Comments on inflation are 
generally short and very qualitative. Explanations 
of extraordinary items provide expansion on the 
Notes to the accounts, with the most detailed 
example being found in Saatchi and Saatchi (11%) 
where there is clarification and explanation of items 
which include reorganisation and redundancy costs. 

References to generally accepted accounting 
principles might be expected more frequently than 
observed, given the intended users of the 20-F 
report. The most detailed explanations are provided 
in British Gas (17% of total), Cable and Wireless 
(12%) and Waterford Wedgwood (11%). All three 
give explanations of the principal differences 
between UK and US accounting principles but 
-Waterford Wedgwood is particularly interesting in 
its attempts to link preferred accounting policy 
with management policy. There is, beyond the 
MD&A, a further section of the 20-F which 
explains all differences in UK/US GAAP, so the 
matters contained in the MD&A report provide 
selective additional emphasis. 

Interest charges are a matter of significant 
comment in WPP Group (11% of total), where 
there is an explanation of a fall in interest charges 
resulting from a change in financing arrangements 
and in the management of working capital. Other- 
wise, interest charges are a matter of passing com- 
ment only. The earnings per share comments are 
fewer than might be expected on the usual anecdotal 
view of the importance attached to earnings. One 
is a reference in passing, while the other is a 
tabulation of basic and diluted earnings per share. 

Other items in the list appear only in the specific 
context of one or two reporting enterprises but the 
length of the list indicates that it would be difficult 
to prescribe an approach which would embrace 
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such a diverse list. One interesting item of forward- 
looking information was the quantified capital ex- 
penditure forecast provided by Royal Dutch Sheil, _ 
although only in respect of the next accounting 
period. If a MD&A report were to be introduced 
in the UK, the preservation of flexibility would 
leave a substantial area to management discretion. 
As may be seen from the illustrations cited, these 
additional voluntary items on occasions occupy 
over 10% of the total content of the report. 


USA 


New accounting standards received comments in 
15 cases. In particular, USX devoted 14% of the 
total report to deferred taxation (FAS 96) and 
postretirement benefits other than pensions (FAS 
106), while Chrysler expended 10% of its report on 
FAS 96, FAS 106 and an explanation of a change 
of policy in accounting for incentive programmes 
offered to dealers. Inflation is tke next most fre- 
quently occurring item, comments being generally 
short and qualitative. 

Dividends were the subject of comment in 10 
cases, probably because US accounting treatment 
does not accrue the proposed dividend in the 
financial statements. General Motors comment on 
dividends was 9% of total, explaining the dividend 
policy in some detail. Interest charges attracted 
comment in 6 cases, the most informative being 
McDonnell Douglas (3% of total:. Environmental 
costs were noted in 6 cases, the mast detailed being 
Occidental (9%) and Westinghouse (9%). Both 
quantified the costs of complying with existing 
legislation and both referred to legal actions against 
them, to which both claimed to have a satisfactory 
defence. 

Other items, although occurring less frequently, 
provided some evidence of tailoring the report to 
suit the circumstances. Boeing devoted 25% of its 
report to the market environment and backlog of 
orders, with quantification of both items. Dayton 
Hudson gave 31% of space to an account of 
performance objectives, all in terms of quantified 
targets. Organisational restructuring, with quantifi- 
cation of effects, occupied 13% of the MD&A of 
Nynex, with a further 13% taken by regulatory 
decisions affecting the rates to be charged under 
various federal and state laws. Texaco gave 11% of 
its report to a narrative discussion of the industry 
outlook following the Gulf War, while 18% of the 
report of General Dynamics was occupied with a 
qualitative description of the market environment 
in the defence industry. 


Presentation 


Presentation was noted in the US cases, where it 
was found that in many cases the MD&A reports 
were rather dull in appearance, often in a typeface 
similar to that used for the Notes to the accounts, 
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and generally not encouraging to the reader. The 
colour or quality of paper often changed part-way 
through the annual report, in such a way as to give 
the impression that the MD&A was only provided 
for enthusiastic readers of the small print. 

There were exceptions such as Super Valu, which 
presented the MD&A, called ‘Financial Review’, 
on good quality paper in the same style as that used 
for the Chairman’s Statement and immediately 
preceding the financial statements. Rockwell also 
used the same style as that found in the Chairman’s 
Statement and enhanced the message by the use 
of bar charts. The title chosen was ‘Chief Officer’s 
Financial Review’. There were other examples 
of good use of diagrams and bar charts within the 
report. 

Three companies (Bell Atlantic, Minnesota 
Mining and Manufacturing and Sears Roebuck) 
broke the comment into sections and matched the 
sections against the three primary financial state- 
ments. Minnesota Mining and Manufacturing was 
one of the relatively few companies which gave the 
full MD&A in the Form 10K and provided an 
abridged version in the annual report. 

Out of the 42 cases examined, 34 presented the 
MD&A immediately before the Income Statement, 
5 presented the Income Statement before the 
MD&A and 3, as already mentioned, had the 
MD&A interspersed with the financial statements. 

It was not thought appropriate to examine 
presentation in the UK reports because they were 
largely typewritten and were clearly not intended 
to be presented in the glossy form found in the 
annual report. 


Scores for Forward-Looking and Additional 
Disclosures 


As explained earlier, the extent of flexible and 
voluntary disclosure which augmented rather than 
restated the accounting information was explored 
using a ‘scorecard’ approach. The results are shown 
in Table 5, where it is clear that the UK companies 
considerably outperformed the US sample. A 
Mann-Whitney test of relative ranking of scores 
(based on deviations from the median value) 
confirmed that the UK scores had a significantly 
higher median value at 26.0 than that of the US 
scores at 14.5. 

The highest scoring UK company was Shell, 
closely followed by Beazer. (Although the 20-F is 
produced in the name of Royal Dutch Shell, this 
has been treated as a UK company for this exercise 
because the 20-F report includes Shell transport 
and Trading, the UK company.) The highest scor- 
ing US company was Boeing, with K Mart a close 
second. In terms of forward-looking information, 
as a sub-set of the total score, the UK companies 
again outperformed the US sample, with a clear 
lead being given by the MD&A report of Shell. 
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Table 5 
Frequency Distributions of Scores 


Overall score 


Total score 


HE ds 
Ë 


2 
3 
.16. 
8 
11 
2 


Median for UK scores = 26.00 
Median for US scores = 14.50 
Sum of ranks for UK scores = 2435.5 
Sum of ranks for US scores = 1134.5 


The test is significant at 0.0000 (adjusted for N. 
i Forward-looking information : 


UK 


" < 2 > A . US 
companies 


Score — companies ` ` 
16-18 : 
13-15 
10-12 
7-9 
4-6 
1-3 
0 





Table 6 shows the relative scores obtained by 
each item of disclosure contained in the checklist. 
In the area of financial position and performance 
there was strong emphasis on sales and costs in 
both UK and US reports, but some interesting 
variations in practice relating to other items. The 
impact of currency mix was found more frequently 
in the UK reports, as was a statement on the. ade- 
quacy of capital resources, both probably reflecting 
a desire to convey a message to users relatively 
unfamiliar with UK companies. Comment on the 
share price trend scored more highly in the US 
reports although still at a relatively low level. 

Segment information was predominantly on 
product and geographical segments, with less in the 
UK reports on manufacturing location or currency 
and almost nothing in the US reports on these last 
two categories. Information regarding innovation 
and research and development was generally lack- 
ing in both UK and US reports although the UK 
companies appear to have been more prepared to 
make some statement of innovation. In the area 
of external and market information the UK 
reports were generally more informative in all 
items except that of economic factors affecting the 
market, where the scores were similar. It is notable 
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Table 6 
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Items Ranked in Order of UK Score, with US Result Shown in Comparison 
(Maximum score is 2 marks per item for current information plus 2 marks per item for forward-looking 


information, in 42 companies, i.e. 168 marks per item) 


f UK US 
Financial Position and Performance 
Volume/price mix in sales 44 41 
Adequacy of capital resources 42 11 
Internal control of costs 40 35 
Currency/inflation mix in costs 37 ll 
Impact of inflation 24 18 
Areas of accounting particularly subject to uncertainty 16 0 
If significant amounts estimated, possible margin of error/variation foreseen 9 0 
Expenditure that can be delayed or brought forward 3 0 
Share price trend 2 16 
Explanation of the concept of reserves 2 0 
Comment on difference between market capitalisation and financial wealth 0 0 
Segment Information 
By product/activity 76 61 
By geographical area 59 22 
By manufacturing location 40 2 
By currency 22 0 
Innovation and R&D 
Statement of relative innovation 45 11 
Effectiveness and lead-time of R&D 2 2 
Proportion of production new and conceived internally or self-generated 2 ] 
How this compares to competitors 0 0 
External and Market Information (Products / Services) 
Information on economic environment 81 15 
Strength of market 55 11 
Political factors likely to affect the market 54 29 
Market share 39 7 
Economic factors likely to affect the market 31 34 
Possible exchange parity changes 19 0 
What major competitors are doing 17 l 
Size of market 15 0 
Actual health of market in local currency terms 30 0 
Operational statistical mformation about competitors 0 0 
Future-Orientated Information 
Statement of company objectives 42 20 
Financial plan information 33 29 
Assumptions in financial plan 23 2 
Cash flow trends and commitments 11 56 
Explanation of difference between plan and actual 6 0 
Other Items 
Personnel information (in the sense of human assets of the business) 4 4 
Cross referencing to further information elsewhere in document 74 20 
Explanation of applicable accounting standards 60 64 
Explanation of technical terms 6 0 
Avoidance of jargon 0 0 
Use of ratios in interpretation 19 28 
Use of diagrams/graphs 4 36 


that in neither UK nor US practice is there in- 
formation about competitors, one of the items sug- 
gested by MCRV. Future-orientated information 
appears stronger in the UK, and indicates a lack of 
response in the US to the SEC’s encouragement in 
this direction. In the miscellaneous collection of 
‘Other items’, UK and US companies were broadly 
similar in explanation of applicable accounting 
standards. The cross-referencing was better in the 


UK reports, but the presentation using ratios and 
diagrams or graphs produced better scores in the 
US case. Neither group showed any attempt to 
avoid jargon or explain technical terms. 
Comparing the results in Table 6 with the 
proposals contained in the ASB discussion paper 
on OFR, it does appear that prescribing contents, 
or even providing an illustrative list of suggested 
topics, would be difficult. The ASB discussion 
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document takes the approach of general statements 
of content (para. 5) but then moves into detail 
. (para. 14). From the foregoing analysis it may be 

seen that the list in para. 14 isa very specific sub-set 
of all that is being provided at present. While the 
Hst in para. 14 might encourage good practice, 
it might also act as a limiting specification which 
could discourage some interesting disclosures 
beyond that list. 


Conclusions 


This paper has produced evidence on the present 
state of disclosure in MD&A reports in the UK 
and the USA under the prescriptive rules of the 
SEC. It has demonstrated that UK companies do 
not appear to have been unduly restricted by those 
rules and have shown wide variety of practice. 
Results from the US companies appear to support 
the ASB’s view that the regulatory approach has 
resulted in more restriction, but perhaps born of 
familiarity and repetition rather than of the rules 
themselves. 

The SEC has made considerable efforts in recent 
years to encourage the reporting of forward-looking 
information and yet those efforts have not borne 
fruit in the US experience. The UK companies 
appear to have entered more fully into the spirit 
of the SEC requirements but that may well be due 
to the novelty of a new style of reporting in a 
non-domestic market. 

The threefold purpose of the OFR, as envisaged 
by the ASB, was set out at the start of this paper. 
From the observations it is clear that the commen- 
tary on the operating results dominates the MD&A 
report in terms of content but that there is con- 
siderable variation in practice, ranging from little 
more than a recital of the profit and loss account 
to interesting and informative background to the 
underlying trends. The review of financial needs and 
resources varies in the proportion of the MD&A 
occupied, with greater emphasis possibly seen in 
those sectors where there is greater risk of fluctu- 
ations attached to the operating results. For both 
of these proposed purposes the investigation has 
shown that good quality examples could be cited 
of existing practice by UK companies. A com- 
mentary on shareholders’ return and value is the 
ASB’s addition to the SEC prescription but this 
is certainly not observed in the voluntary aspects 
of the MD&As observed, suggesting that it may be 
more difficult to persuade UK companies to make 
disclosures in that area. 

The research results do not point to any clear 
conclusions as to how a UK form of MD&A might 
be regulated. There is strong evidence of diversity 
in practice and it is difficult to envisage what kind 
of guidance might be given to encourage such 
diverse approaches, other than strong statements of 
principle and publicity for examples of best practice. 


133 


The existence of 42 leading UK companies which 
have demonstrated the feasibility of producing an 
MD&A report, with good quality in comparison 
with US company reports, should be sufficient to 
convince the ASB that developments in relation to 
the OFR should be in terms of the contents of the 
OFR rather than in terms of its feasibility. 

This research provides evidence on the supply of 
MD&A but there is a demand issue which remains 
to be explored. It is clear that the ASB would need 
to consult users of annual reports, in order to focus 
on the relative usefulness of the disclosure items 
identified here. 

Although audit issues are not explored in this 
paper, it is clear that the auditor’s responsibility 
would need to be established. The most interesting 
and informative MD&A reports contain a great 
deal of quantified information on which forecasts by 
analysts and others might be based. There should 
be an assurance of the quality of that information. 
At the very least the MD&A (or the proposed OFR) 
should be viewed by the auditor in the manner in 
which the chairman’s statement is presently treated, 
but a stronger assurance might be preferable if some 
‘safe harbour’ rules for auditors could be estab- 
lished comparable to those which the SEC affords 
to the reporting companies. ` 

Finally, the ASB would need to address the 
presentation of the OFR as well as its content, 
since the US examples show that unimaginative 
presentation may detract considerably from an 
interesting and useful message. 
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Appendix A 


Description of Business 


Comparisons of Forms S-1 and 10-K 
General development of business 
Competitive conditions in the industry(ies) 


Principal products and services, markets and methods of distribution 


Material backlogs 
Sources and availability of essential raw materials 


Importance of patents, trade marks, licenses, franchises and concessions keld 


Extent to which business is seasonal 


Required by 
S-1 10-K 


5 > >< b( oe >< 
onana ox 


If company proposes to enter or has recently entered a new line of business or 


introduced a new product, a copy of any feasibility study conducted 
Registrant’s and industry practices regarding working capital 
Material contracts subject to renegotiation or termination 


Nature and results of any bankruptcy, etc. 


>” >x > > 
o| | | 


Estrmated expenditures for research and development, public announcements of 
new product lines or lines of business requiring a material investment, 


approximate number of fulltime employees engaged in the research 
Material effects of complying with environmental regulations 


Number of employees 
Industry segment data 
Geographic area data 

Class of products or services 


Importance of operations in foreign countries; risks, volume and relative stability 


Name(s) of major customers 


ot pt > > > od >4 
G ete oe x G G O 


ra 


(The list is taken from Skousen (1991) where there is further discussion of the Description of Business 


requirements) 
x = describe status at date of financial statements. 


c = describe significant changes since date of last financial statements. 
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Scorecard for Flexible and Voluntary Disclosure, Based on MCRV (references to relevant paragraphs of MCR V: 
are shown in parenthesis) 


Name GE company uu n u u u a S aaa a banka Total 8606... u uu u a 


Score: 2 marks per item for current information plus a further 2 marks per item for iaado 

information. | 
List of Corporate Disclosure Items 

Financial Position and Performance 

Comment on difference between market capitalisation and financial wealth (5.21) 

Share price trend (7.17) 

Explanation of the concept of reserves (5.40) 

Areas of accounting particularly subject to uncertainty (5.17) 

If significant amounts estimated, possible margin of error/variation foreseen (5.17) 

Expenditure that can be delayed or brought forward (5.17) 

. Volume/price mix in sales 

. Currency/inflation mix in costs 

. Internal control of costs 

10. Impact of inflation 

11. Adequacy of capital resources 


(Note: Items 7 to 11 are requirements of the SEC regulations but were included here as being areas where there 
ought to be particular scope for forward-looking information or a discussion of risks and uncertainties. ia 


Segment Information (5.14/7.39) 
12. By product/activity 

13. By manufacturing location 
14. By geographical area 

15. By currency 


Innovation and R&D (5.18) 

16. Statement of relative innovation 

17. Proportion of production new and conceived internally or self-generated 
18. How this compares to competitors 

19. Effectiveness and lead-time of R&D 


External and Market Information (Products | Services) 

20. Information on economic environment (5.41) 

21. Size of market (5.41) 

22. Strength of market (5.42) 

23. Market share (5.42) 

24. Economic factors likely to affect the market (5.42) 

25. Possible exchange parity changes (5.42) 

26. Actual health of market in local currency terms (5.42) 
27. Political factors likely to affect the market (5.42) 

28. What major competitors are doing (5.42) 

29. Operational statistical information about competitors (5.44) 


Future-Orientated Information 

30. Statement of company objectives (5.4) 

31. Financial plan information (7.50) 

32. Assumptions in financial plan (7.50) 

33. Explanation of difference between plan and actual (7.51) 
34. Cash flow trends and commitments (7.52) 


Other Items 

35. Personnel information (in the sense of human assets of the business) (3.11, 4.45, 5.48) 

36. Avoidance of jargon (5.32) 

37. Explanation of technical terms (5.32) 

38. Explanation of applicable accounting standards (5.33) 

39. Cross referencing to further information elsewhere in document 

40. Use of ratios in interpretation 

41. Use of diagrams/graphs 

(Items 39 to 41 are not specified in MCRV but were added here to assist in identifying areas of good practice in 
presentation.) 


DONDAN 


135 


136 


ACCOUNTING AND BUSINESS RESEARCH 


List of Sample UK Companies and Activity as Classified for 
Classification 


Purposes of Financial Times Share Cla: 


1 Aegis Group 
2 Attwoods 
3 Barclays 
4 Bass 
5 Beazer 
6 BET 
7 BOC Group 
8 British Airways 
9 British Petroleum 
10 British Gas 
11 British Steel 
12 British Telecom 
13 Cable & Wireless 
14 Cadbury Schweppes 
15 Carlton 
16 ECC Group 
17 Glaxo Group 
18 Hanson 
19 ICI 
20 Midland Group 
21 Lep Group 
22 London International 
23 National Westminster 
24 NFC 
25 RTZ 
26 Racal Telecom 
27 Ratners 
28 Reuters Holdings 
29 Rodime 


30 Royal Bank of Scotland 


31 Tomkins 
32 Saatchi & Saatchi 


33 Shell Transport & Trading 


34 Smith & Nephew 
35 Smithkline Beecham 


36 Standard Platforms Holdings 


37 Unilever 
38 United Newspapers 
39 WPP Group 


40 Waterford Wedgwood UK 


41 Wellcome 
42 Willis Corroon 


Media 

Building, timber and roads 
Banks, HP and leasing 
Beers, wines and spirits 
Building, timber and roads 
Business services 
Chemicals 

Transport 

Oil and gas 

Oil and gas 

Metal and metal forming 
Telephone networks 
Telephone networks 
Food manufacturing 
Media 

Other industrial materials 
Health and household 
Conglomerates 
Chemicals 

Banks, HP and leasing 
Business services 

Health and household 
Banks, HP and leasing 


Banks, HP and leasing 
Other industrial materials 
Media 

Oil and gas 
Health and household 
Health and household 
Miscellaneous 

Food manufacturing 
Media 

Media 

Miscellaneous 

Health and household 
Insurance agency 
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Appendix D 


List of Sample of US Companies and Activity as Classified by Reference to Main Activities ` 


as Stated m Anmmal Report 
1 Allied-Signal 
2 American Stores Company 
3 American Brands 
4 Bell Atlantic Corporation 
5 The Boeing Corporation 
6 Chrysler Corporation 
7 Dayton Hudson Corporation 
8 Digital Equipment Corporation 
9 The Dow Chemical Company 
10 EI du Pont de Nemours and Company 
11 Eastman Kodak Company 
12 Exxon Corporation 
13 Fleming Companies 
14 Ford Motor Company 
15 General Motors Corporation 
16 General Electric Company 
17 International Business Machines Corporation 
18 K Mart Corporation 
19 The Kroger Co 
20 Lockheed Corporation 
21 The May Department Stores Company 
22 McDonnell Douglas Corporation 
23 Minnesota Mining and Manufacturing Company 
24 Nynex Corporation 
25 Occidental Petroleum Corporation 
26 J. C. Penney Company 
27 Philip Morris Companies 
28 The Procter & Gamble Company 
29 Rockwell International POPON 
30 Sears, Roebuck and Co 
31 Super Valu Stores 
32 Texaco 
33 The Great Atlantic & Pacific Tea Company 
34 USX Corporation 
35 Wal-Mart Stores 
36 Westinghouse Electric Corporation 
37 Archer Daniels Midland Company 
38 Borden 
39 The Coastal Corporation 
40 General Dynamics Corporation 
41 Georgia-Pacific Corporation 
42 Emerson Electric Company 


Aerospace, automotive and engineered materials 
Retail sale of food and drug merchandise 
Conglomerate 

Telecommunications 

Commercial airlines; defence and space 

Motor manufacturer 

Department store 

Computer systems, software and services 

Chemicals 

Chemicals 

Imaging; developing, manufacturing, and marketing 
Oil and gas 

Wholesale food distributor 

Motor manufacturer 

Automotive products 

Technology, manufacturing and services corporation 
Information technology 

General merchandise retailing 

Supermarket chain 


‘Aerospace products 


Retail department store 

Aircraft; space and electronic systems 
Manufacturing 

Telecommunications 

Oil and gas 

Retail department store 

Tobacco products 

Household products 

Electronics; aerospace and automotive products 
Retailing; insurance; financial services 

Retail stores 

Petroleum products 

Retail food business 

Energy; steel; diversified business 

Retail store 

Radio/TV broadcasting; financial services 
Retail food stores 

Grocery products; snacks 

Natural gas-refining, marketing and P 
Aerospace; submarines; general aviation . 

Pulp and paper; building products 

Process controls; industrial machinery; computer support 
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Accounting for Intangibles: À Theoretical 


Perspective 


Allan Hodgson, John Okunev and Roger Willett* 


Abstract--This paper uses a transactions theory approach to analyse some of the measurement and disclosure issues 
involved in accounting for goodwill and other intangibles. The recent professional and academic literature is reviewed 
and the traditional economic theory approach to interpreting accounting issues in these areas is criticised. A form 
of transactions theory called ‘Statistical Transactions Theory’ is then used to investigate several conceptual problem 

. areas, notably: the definition of goodwill and fair values; the distinction between goodwill and othe: intangibles; 
and capitalisation, amortisation and valuation issues. The authors conclude that the most fruitful course of action 
in dealing with these issues would be a substantial research effort designed to investigate the distributional properties 
of accounting numbers relating to the subject of intangibles measurement, including goodwill as defined in this paper. 
They call for more analytic and empirical work in this field. 


Introduction 


In recent years accounting for intangibles has 
become an increasingly important problem facing 
the accounting profession in North America, UK 
and Australasia as is evidenced in debate over the 
treatment of specific financial statement items such 
as bank core deposits and brand names (Morgan, 
1991; Thornton, 1989; Moorhouse, 1990; Woolf, 


1989). Firms competing in today’s high profile 


business world incur ever increasing expenditure 
on advertising, research and development, special- 
ised human resource skills and other activities 
which are often difficult to identify and value at a 
point in time as individual ‘assets’. Yet a brand 
name which is synonymous with high quality or 
specialised services, or a purchased bank core 
deposit, can be a source of consumer loyalty with 
captured demand and in this sense is a valuable 
asset even though it may not be clear how it should 
be disclosed.’ Indeed, in many firms, intangible 
assets are perceived to be more important than 
tangible assets (Guilding and Pike, 1990).* How- 


“The authors are from, respectively, the Australian National 
University, the University of Nottingham and the University of 
Otago. Earlier drafts of this paper were presented at the 1991 
AAANZ Conference ‘and the 1992 BAA Conference. The 
authors thank participants for their comments. They are grate- 
ful specifically to Mark Tippett, Chris Nobes and the two 
unnamed referees who provided useful advice and criticism on 
an earlier version of the paper. 

These items certainly seem to fall within the definition of ac- 
counting assets as something that is expected to benefit the firm 
in the future (FASB, 1980, paras. 19-20; AARF, 1987(a), para. 7). 

2A survey by Ernst & Young shows that 30 of Australia’s top 
150 companies now include some form of identifiable intangible 
asset accounting. An Australian Financial Review survey found 
that 3,000 security institute members broadly agreed that 
intangibles should be valued in the balance sheet. In the UK 
there are a number of firms who currently recognise and 
capitalise brand names (see Egginton, 1990, for a review). 


ever, disquiet is frequently expressed in the finan- 
cial press about the methods of valuation which 
have been applied, or even the existence of various 
intangible assets.’ 

One purpose of this paper is to describe a theory 
providing a framework within which to appreciate 


the nature of the accounting information required . 


to arbitrate disputes in this area. Another is to 
place the work of writers such as Egginton (1990) 
and Lau and Lau (1983) in a more general setting. 
We argue that the concept of an accounting intan- 
gible has been neither consistently nor sufficiently 
well defined by either professionals or academics, 
with the result that there is an absence of clarity in 
discussions about fundamental issues. More 
specifically we argue that an activity cost theory of 
accounting called Statistical Transactions Theory 
(STT) provides an improved understanding of the 
nature of accounting numbers and enables us to 
define more rigorously the accounting notions of 
fair value, goodwill and other intangibles. 

In the second section we review some of the 
recent developments in standard setting and aca- 
demic thought on the normative debate about how 
properly to account for intangibles. In the third 
section we identify some of the major conceptual 
issues in this area requiring resolution. The fourth 
section analyses these issues within the ‘context of 
STT. The final section discusses some of the wider 
implications of our theory for the financial report- 
ing of intangibles and for future research. 


Review of recent literature 


The accounting problems associated with goodwill 
and intangible assets have recently received some 


3See, for example, ‘Crunch time for auditors over media 
group values’, Australian Financial Review, August 6, 1991. 
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theoretical attention in the academic literature 
(Brunovs and Kirsch, 1991; Egginton, 1990; 
Grinyer et al, 1990; Ma and Hopkins, 1988; 
Colley and Volkan, 1988) paralleling to an extent 
the issues raised by standard setters in the UK and 
Australasia (ASC, 1990 (a), (b), (c); AARF, 1989; 
NZSA, 1988). Standard setting in the English 
speaking countries is rather patchy and disjointed, 
occasionally giving the appéarance of political 
compromise and inconsistency. For example, APB 
Opinion 17 (APB, 1970, paras. 24, 26-9) in the US 
only permits capitalisation of goodwill arising 
from business combinations and then rules that the 
expenditure, if incurred after October 31 1970, 
must be amortised over its useful life subject to a 
maximum of forty years. In contrast, SSAP 22 
(ASC, 1984) in the UK prefers goodwill to be 
written off against reserves immediately on acqui- 
sition (para. 40) although capitalisation and sub- 
sequent amortisation is not precluded (para. 41). 
The Australasian approach, subject to differences 
of detail, follows the North American model, and 
recent thinking in the UK described in ED 47 
(ASC, 1990{a)) argues in favour of capitalisation 
and amortisation. On the whole a standard setting 
consensus seems to be emerging to the effect that 
intangibles fall into two categories: identifiable 
intangibles such as research and development; and 
unidentifiable intangibles (usually referred to col- 
lectively as goodwill) which should be classified 
separately. Further, for both, the expenditure in- 
curred should normally be capitalised only if it 
satisfies a verifiability criterion and is expected to 
be exceeded by future revenues. If capitalised it 
should be amortised. This is pretty much in line 
with the position of IAS 9 (IASC, 1978, paras. 9, 
10) and IAS 22 (IASC, 1983) as amended by the 
Statement of Intent relating to the proposed 
changes in E 32 (IASC, 1989). 

The reasoning used by the standard setters to 
support this viewpoint seems to boil down to 
arguments in favour of consistency of application 
of measurement procedure, verifiability of 
measurement and consistency with underlying ac- 
counting definitions. Thus it is perceived that both 
externally and internally generated intangibles 
should be treated in essentially the same way; that 
a value should only be recorded if it can be related 
to a transaction cost; and that if an expenditure 
can be reasonably foreseen to produce an antici- 
pated future benefit (say in the form of superior 
cash flows) then it should be disclosed in financial 
statements as an asset with a finite useful life. 
Applying these criteria to come to a definite con- 
clusion is not without its difficulties. For example, 


‘Brunovs and Kirsch (1991) contains a survey of goodwill 
reporting practices in several countries. The recent draft stan- 
dards in Australia (ED 49) and New Zealand (ED 43) which 
appeared to go beyond this position have now been withdrawn. 
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the preamble to SSAP 22 argues that internally 
generated goodwill ordinarily cannot satisfy the 
verifiability condition and will automatically be 
written off. Therefore, to treat both the internally 
generated and externally generated forms of intan- 
gible consistently, it is necessary that the latter 
should also not be recognised as an asset (ASC, 
1984, para. 6). Clearly there are definitional prob- 
lems about verification and consistency which, if 
slightly altered, would lead to a different conclu- 
sion. We believe that this is essentially a problem 
which comes from the absence of sound theory. 

At the academic end of the literature various 
theories have been used as deductive frameworks 
to choose an appropriate method of accounting for 
intangibles. Among the most important have been 
two types of income theory. One is balance sheet 
oriented and founded on the assumption that 
economic values can be uniquely associated with 
the individual and collective elements in financial 
statements, whereby profit is arrived at as a differ- 
ence between net asset values at different points in 
time. In this paper this theory is referred to as the 
Valuation approach to income theory or V-theory 
for short. The other type of income theory is profit 
and loss account oriented where accounting num- 
bers are built up by matching transaction costs in 
activities to produce ‘activity costs’. This approach 
is usually interpreted as focusing on income per- 
formance measurement and of giving relatively 
little insight into the linkage between balance 
sheet asset values and economic or market values 
(e.g. Edwards, 1962). This type of theory will be 
referred to as the Transactions approach to income 
theory or T-theory for short. ` 

Theoretical approaches found in the ciate in 
this area exist on a continuum between the two 
extremes of V-theory and T-theory and relative 
position on the continuum influences the con- 
clusions reached. In a recent discussion on intangi- 
bles accounting Ma and Hopkins (1988, p. 76) used 
a framework very much at the V-theory end of the 
spectrum in defining the value of goodwill as the 
present value of a future stream of superior earn- 
ings, whilst Grinyer et al. (1990, p. 225) adopted 
one which was self professedly towards the T- 
theory end. The former decided that no meaningful 
economic interpretation of purchased goodwill 
could be developed while the latter argued that 
it should be capitalised and amortised through 
the profit and loss account. Egginton- (1990), in 
advocating more flexible disclosure policies for 
intangible assets, adopted a hybrid approach and 





‘This distinction is, of course, quite old. Littleton (1953) is the 
father of T-theory while the sources of V-theory are economists 
like Fisher (1930) and Hicks (1946). Many accountants-— 
Edwards and Bell (1961), Chambers (1966), Sterling (1970}— 
have adopted the latter approach. Grinyer et al. (1990) refer to 
this distinction in the context of goodwill accounting and a 
more thorough discussion can be found in Willett (1987). 
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attempted to develop a reasonableness test for 
intangibles capitalised under historical cost ac- 
counting on the basis of the recoverable amount 
criterion using a cost of capital concept. As far as 
income theory is concerned, therefore, the subject 
matter of intangibles accounting is split between 
two competing paradigms both of which attempt 
to make sense of a number of issues. Some of these 
will be discussed in more detail below. 

In addition to income theories there are other 
accounting theories which address the issues of 
consistency versus diversity and the political and 
social aspects of alternative methods of accounting 
for intangibles from a rather different perspective. 
With respect to the consistency versus diversity 
debate, for example, it is often argued, on the side 
of consistency, that diversity in accounting practice 
is evidence of opportunistic actions by manage- 
ment, and that without standardised regulation 
(due to a failure in the public good market for 
accounting information) users are unable to make 
valid comparisons or obtain relevant information. 
On the side of diversity, however, signalling theory 
suggests that the existence of information asymme- 
try and the availability of alternative accounting 
methods may enable the managements more 
efficiently to communicate their expectations re- 
garding the firm to outsiders (Holthausen and 
Leftwich, 1983). Thus, the decision to capitalise 
internally identifiable intangibles may be an 
attempt to signal the existence of future growth 
options, and the subsequent amortisation of those 
items may also signal managements’ confidence in 
their ability to expand revenue or to recover the 
capitalised intangible. There are several variations 
on this theme.°® 


The theory of efficient contracting, for instance, suggests that 
rational managers will choose between alternatives from gener- 
ally accepted accounting practices (GAAP) in order to maxi- 
mise the value of the firm (Watts, 1977; Holthausen, 1990), If 
uniform regulation removes certain accounting procedures 
from GAAP, then the ability to minimise contracting costs 
between widely varying circumstances may be reduced. Poten- 
tial economic, social and political consequences are sometimes 
thought to be pertinent to the choice of accounting procedure. 
For example, if the capitalisation of intangible expenditure were 
to be disallowed, firms engaged in the new labour intensive 
high-tech industries, who invest heavily in mtangibles, would 
have a relatively lower net asset backing in comparison with 
firms who invest in tangible assets. Through its effect on key 
financial ratios this might reduce investment in these firms, 
increasing the cost of capital and leading to a lower than desired 
growth in the industry. Borrowing covenants might also place 
restrictions on management’s ability to undertake more risky 
projects even though they may be socially desirable and have a 
positive net present value. Furthermore, some political theories 
of the standard setting process argue that a standard on 
identiflable intangibles is a logical extension required to com- 
plete the coverage of standards (McCahey and McGregor, 
1990), while others argue that it is a bid to consolidate or justify 
the power base of the accounting profession (Hines, 1988). The 
mandatory capitalisation of intangibles may even impose politi- 
cal costs on a firm if those costs are a function of total assets 
(Watts and Zimmerman, 1986). 
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We can observe from these competing theories 
that the problem of accounting for intangibles is 
partly one of measurement and partly one of 
disclosure. The measurement issues are closely 
related to, but not entirely syronymous with, 
those addressed by income theary whereas the 
disclosure issues are allied to the later theories 
discussed. Solving the measurement problem or 
the representation problem (Sterling, 1987) 
involves determining what the values for intangi- 
bles disclosed in financial statements tell us 
about economic events and, whatever the expla- 
nation is, it must at least be consistent with 
the operational number assigning procedures used 
by accountants in practice. The disclosure problem 
or the problem of relevance (Sterling, 1987) is 
much more complicated and involves formulating 
a decision rule for the communication of infor- 
mation based upon such diffuse issues as the 
cost of producing information, rights to infor- 
mation, user needs and the power to obtain infor- 
mation. The measurement problem is logically 
prior to the disclosure problem in that it is imposs- 
ible to conclude whether the benefits of measure- 
ments exceed their costs or whether a user needs a 
particular type of measurement, if it is not already 
known what the measurements tell us about 
the world on which the decision making will 
impinge (Gibbins and Willett, 1991). The strategy 
adopted to understand the nature of accounting 
for intangibles in this paper is therefore first to 
construct a measurement theory and only after- 
wards to look at some of its disclosure implications 
but always to try to keep these issues analytically 
separate. 

On the basis of the debate so far it would seem 
that the T-theory approach, in which a trans- 
action has to take place before a value is recognised 
in the financial statements and in which goodwill 
is defined as the difference between the sum of the 
parts and the whole, comes closer to the standard 
setting position on intangibles than does V-theory. 
On the other hand it is not always clear as to what 
the resulting valuations tell us about the economic 
position of the firm. In the next section we describe 
what appear to be some of the main conceptual 
issues requiring resolution in this regard and then 
in the section following apply a STT framework to 
provide some answers which, in a sense, reconcile 
the T-theory and V-theory viewpoints. 


Some conceptual issues requiring resolution 


It is in the nature of any discussion of a measure- 
ment problem that technical terms should be 
clearly defined. Failure to do this leads to appar- 
ently unreconcilable theoretical positions which 
are in fact due to nothing more than semantic 
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disagreement and to a confusion of measurement 
issues with problems of disclosure. In our opinion, 
much of the confusion about accounting and valu- 
ation methods concerning intangibles arises be- 
cause accountants have defined and measured 
different attributes without recognising this fact 
and because measurement and disclosure issues 
have not been kept separate. 

One particularly important source of the lack of 
agreement over measurement Issues has been the 
propensity of accounting theorists and policy mak- 
ers to assume that the objective of measurement 
must be determined before the representation 
problem can be discussed (e.g. FASB, 1978; 
AARF, 1987(b)) and then to use an essentially 
V-theory framework, where it is assumed that 
balance sheet values inform users of accounts of 
some direct and uniquely measurable attribute of 
the asset concerned. However, the justification 
for assuming the existence of unique additive 
values of such V-theory accounting measures 
in general circumstances (where decision making 
is not necessarily rational and markets are not 
necessarily perfect and complete) has never been 
satisfactorily explained in either the economics 
or accounting literatures (e.g. see Solomons and 
Vickrey, 1978, and the earlier discussion of this 
topic in the accounting literature which their article 
left in a state of limbo).’ In the context of account- 
ing for intangibles these unresolved conceptual 
difficulties lead to a number of specific interpreta- 
tional problems of which we discuss the three 
following. 


Definition of Goodwill and Fair Values—Lack of 
Uniqueness 

There are several definitions of goodwill and fair 
‘value. Goodwill as the difference between the 
whole and the sum of the parts is common to 
V-theory (e.g. Ma and Hopkins, 1988, p. 76) as 
well as to T-theory. However, a strong direct link 
between this concept and goodwill as a measure of 

superior earnings potential (which is fundamental 


"For instance, the theory of utility or its equivalents drawn 
from economics is unsatisfactory from a practical measurement 
point of view for a number of reasons including the following: 
first, there is the problem of specifying precisely what notion of 
utility is being catered for by the accountants’ measurements 
(e.g. preparer, investor, creditor, society, labour, financial ana- 
lyst etc.); second, there is the difficulty of specifying realistic 
descriptive assumptions for a theory upon which measurement 
procedures for utility can be based (Krantz et al., 1971, chapters 
6 and 8); third, there is the impossibility of extending individual 


> choice utility theory to group decision making (Arrow, 1951); 


and last, very unrealistic strictures about rational behaviour and 
the structure of markets in the neo-classical model of economic 
behaviour are required to make sense of what accounting 
numbers mean (Beaver and Demski, 1979), some of which, if 
relaxed just a little, lead to apparently insurmountable 
difficulties in interpreting prices as economic values in a utility 
context (Beaver, 1981). 
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to V-theory) is missing in an uncertain, imperfect 
world.? Consequently, it does not make sense to 
talk about the price paid for a set of resources 
over and above their individual fair values as being 
the purchaser’s expectation of superior earnings 
because the valuation model is no longer a well- 
defined process under these conditions. Similarly, 
the fair value which would be paid in an arm’s 
length transaction (ASC, 1984; AARF, 1984) 
could be one of infinitely many different values, 
sometimes materially different. Clearly, theoretical 
concepts of goodwill and fair values should be 
weil defined and consistent with both realistic 
assumptions and the usual interpretation of those 
terms. 


The Distinction Between Various Types of Good- 
will and Identifiable Intangibles—the Allocation 
Problem 

A second, related point is that it is not clear 
whether it makes sense from existing theoretical 
viewpoints to claim that goodwill can be separated 
out from identifiable intangibles. The hidden asset 
view discussed by Colley and Volkan (1988, p. 36), 
for example, argues that goodwill represents undis- 
closed identifiable intangibles. More importantly, 
though, the allocation problem and the economic 
model of accounting on which it is explicitly based 
(Thomas, 1969, p. 33) appears to hit on the head 
any prospect of using V-theory to justify separ- 
ation of intangible activity costs. Consequently, an 
approach is needed which will avoid the allocation 
problem, recognise the difference .between good- 
will and identifiable intangibles and apprectate 
the relationships between the various types of 
goodwill. 


Capitalisation, Amortisation and Valuation—Lack 
of Theoretical Criteria for Conventional Practice 

Third, there appears to be a lack of theoretical 
criteria for views, including the current consensus 
view mentioned earlier, regarding the important 
practical matters of whether or not to capitalise 
intangibles, how to amortise them, the period 
over which amortisation should take place 
and how to verify ‘net book’ balance sheet val- 
ues.” We require, therefore, as a first step towards 
an ultimately practical solution, theoretical cri- . 
teria by which to assess the validity of capital- 
isation, amortisation and valuation of intangibles 
generally. 

In recent years a viewpoint has sometimes been 
advanced that asset values should be interpreted as 


"Here, in our reference to the super-profits view of goodwill, 
we are only referring to earnings over and above the normal 
yield on the relevant, separately identified assets. 

°Colley and Volkan (1988) for instance suggest that goodwill 
should be written off against equity at the date of acquisition, 
thus giving different advice from Ma and Hopkins (1988) and 
Grinyer et al, (1990). 
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averages or expected values. This suggestion has 
been made either implicitly (e.g. by Chambers, 
1966) or explicitly (e.g. by Lau and Lau, 1983). 
In the next section we use a modified form of 
T-theory to justify this idea logically and to 
demonstrate that what is an essentially V- 
theory interpretation of asset valuation does not 
necessarily have to depend upon restrictive as- 
sumptions concerning the rationality of individual 
decision making or upon perfect and complete 
markets. Some additional aspects relating to the 
principles of consistency and diversity as they 
affect these issues will be discussed in the con- 
cluding section. 


Statistical transactions theory 


The variant of T-theory, STT, which we use here 
to provide solutions to the problems described 
in the last section is an axiomatic theory close in 
spirit to that of Mattessich (1964) and combines 
the T-theory of Littleton (1953) with the statistical 
interpretation of accounting numbers of Brief 
and Owen (1970). Essentially STT interprets ac- 
counting numbers as special kinds of calculations 
falling within the domain of statistical theory, or 
more specifically as estimates of the expected val- 
ues of random variables whose probability distri- 
butions are constructed from random sums of 
random numbers (Willett, 1991). In some ways the 
activity cost interpretation given to accounting 
numbers in STT parallels the theories of Edwards 
et al. (1987). As should become clear, however, the 
analytic models suggested by STT are flexible 
enough to accommodate decision making which is 
not necessarily ‘rational’ in the traditional econ- 
omic theory sense of that term. A conclusion like 
the one drawn by Edwards et al. (1987, pp. 50-54), 
that expected accounting rates of return calculated 
on the basis of value to the owner principles are 
relevant for many types of decision makers, is 
implicitly based upon an assumption of economic 
rationality. Furthermore, with regard to re- 
commendations concerning the usefulness of ac- 
counting systems, it should be emphasised that 
although STT models actual accounting pro- 
cedures, it does not advocate historical cost ac- 
counting against current cost, market value or any 
other system of accounting but rather provides a 
descriptive framework within which to analyse 
each of them. 

Briefly, in STT all accounting numbers are 
constructed from the basic elements of costs 
and production relations which are treated as 
random variables. Costs, C, are solely transaction 
events and are dependent upon: (a) the two ac- 
counting entities X and Y between which a debt 
arises; (b) a resource set A in respect of which 
the debt is incurred; and (c) a time interval T 
(the accounting period) during which the trans- 


ACCOUNTING AND BUSINESS RESEARCH 


action occurs. Symbolically we can express this 
relationship as:'° 


C = (X, Y, A, T) (1) 


The self-evident properties of costs lead to their 
additivity and ultimately to the additivity of other 
derived measures without any restrictions on the 
irrationality of decision makers or the structure of 
markets (Willett, 1987). 

The financial accounts of entity X is the set of 
all costs containing X. Physical cause and effect 
supplemented by the control relationship of X with 
the resource set links or ‘matches’ the costs of 
resources into equivalence classes of activity 
costs (Willett, 1988, pp. 81-84). The independence 
of the fundamental measurement processes deter- 
mining the value of costs on the one hand and 
production sequences on the other means that a 
meaningful empirical interpretation can be given to 
the separation of fixed asset costs and other. activi- 
ties which might appear to be ‘joint’ under alterna- 
tive models of the accountant’s matching process 
(e.g. Thomas’ (1969; 1974) theory of the Net 
Revenue Contribution). Activity costs are called 
assets if they are unfinished at the balance sheet 
date (or equivalently, if they have ‘service poten- 
tial’ at the balance sheet date) o-herwise they are 
called equities. According to STT all accounting 
numbers in financial statements are based upon 
measurement of these costs, assets and equities, 
measurement of ordinary physical quantities, the 
time placement and duration of activities and a few 
controllable decision variables such as the useful 
lives of assets. 

STT interprets the numerical debt value of a cost 
as a random variable determined by the stochastic 
economic processes underlying the business en- 
vironment of the firm’s markets and technological 
processes. Probability distributions of costs and 
production relationships generate, through their 
effect on activity costs, sampling distributions 
for the complex time averaging statistics which 
form the basis of the income calculation and other 
accounting numbers. These tell us something about 
the processes upon which the economic survival of 
the firm depends. This theory, which essentially 
treats accounting calculations as averages of ac- 
tivity costs, has the potential to explain many 
aspects of accounting practice and to provide a 
framework within which to develop criteria for the 
better understanding of the information content of 
accounting numbers. Here we apply it to the three 


These components of cost are the besic transactions data —, 
collected by an accountant from invoices on hand and out- 
standing at an accounting date in the course of constructing 
financial statements. The term cost as used here, of course, 
includes both expenses (as positive costs) and revenues (as 
negative costs). It is particularly important to note that under 
this interpretation, calculations like the ane adjustment 
are not casts. 
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problems addressed at the end of the previous 
section. 


Definition of Goodwill and Fair Values 

The STT model of the matching process, the 
statistical interpretation of accounting numbers 
and a third concept about to be described, the 
concept of synergy costs, allow accounting 
measurement theory to address the allocation and 
aggregation problems in financial accounting in 
general and in the area of intangibles accounting 
in particular. Synergy costs are the basis of the 
attribute of goodwill from this viewpoint and 
provide a good example of the usefulness of STT 
as a conceptual framework for understanding 
some of the more fundamental aspects of valuation 
in accounting. More will be said below about 
the relationship of this definition of goodwill to the 
other types of intangible and other notions of 
goodwill often found in the literature. 

The key to the STT explanation of these matters 
lies in the interpretation of the resource set com- 
ponent of cost, i.e., of the set A in (1). The resource 
set is interpreted to Include not only proper 
elements—physical goods measured by units of 
quantity such as raw materials and labour time 
and identifiable legal contracts such as patents, 
copyrights, etc—but also includes special improper 
synergy, elements representing the various possible 
ways of combining the proper elements. For 
example a resource set with just two proper 
elements a, and a, has additional improper synergy 
elements <a,, a,>, <a; a). This represents the fact 
that, in the first case, it is possible to transfer the 
two proper elements together and in the second 
case, the two proper elements may be transferred 
separately (this being indicated by the use of the 
semi-colon rather than the comma to separate 
the elements). A resource set with three proper 
elements has five improper elements and a resource 
set with n. proper elements generates k improper 
elements where & is a Stirling number of the second 
kind (for a detailed explanation see Sunder, 1978). 
Clearly k quickly becomes a very large number. 
STT associates the notion of goodwill with the 
costs of these basic synergy elements. The practical 
measurement difficulties which are created by the 
sizé of k are mitigated considerably through the 
probabilistic interpretation given to accounting 
numbers generally. 

Using the two element, proper resource set as an 
illustration we define the synergy costs of <a, a,> 
and <a; a), C<a,, a,> and CCa; a) respectively, 


.to be: 


GX, a) = CCA), > — c <a) — c <a), and 
G<41; aq, = CCA); > — CK) — CK a> (2 


where c(-) is the random cost of the element in 
angle brackets. By definition ¢<a,; aX is zero. 
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We then define, in accordance with the termin- 
ology used in this area of the accounting literature, 
the fair value of the resource set A, v(A), to be the 
expected value of the sum of the costs of the proper 
resource elements and the average synergy element. 
More precisely: 

v(A) = Ele <a] + Efe <a>] 
+ E|[G<a,, a;2]: Pa, a,2) 
+ E[Q<a); a2]: P(Kay; a) (3) 
Here P(:) denotes the probability of the resources 
being acquired or disposed in the given combi- 
nation and P(<a,, a,>) + P(<a,; a,>2) = 1. E is the 
expectations operator. 


Denoting the sum of the last two terms by z(A), 
the goodwill of A, we see that: 


z(A) = v(A) — v(a) — v(a,) (4) 
or, in words, the goodwill of a resource set is the 


difference between its fair value and the individual 
fair values of its elements. Thus in the general case, 


v(A) =Z pa) + z(A) (5) 
This seems to correspond to the usual interpret- 
ation of goodwill in standard setting and most 
theoretical contexts, including at least some cur- 
rent value theories. With regard to the latter, for 
example, a recent Scottish Institute discussion 
paper (ICAS, 1988) suggested reporting the differ- 
ence between the present value of the firm as a 
whole and the sum of the net realisable values of 
the individual assets. It may come as a surprise to 
some current value theorists that the validity of this 
arithmetic as well as a natural economic interpret- 
ation of it follows formally from the axioms of 
STT (which is based upon a transactions viewpoint 
of accounting measurement), the definitions em- 
bodied in expressions (3) and (4) and the properties 
of the expectations operator regardless of the 
particular accounting system in which they are 
formulated. This theory, in fact, provides rigorous 
justification for some basic arithmetic assumed in 
most accounting systems by reference to a set of 
axioms which require commitment -neither to 
rational decision making nor to perfect markets.’ 


The Distinction Between Goodwill and Identifiable 
Intangibles and the Relationship Between Various 
Types of Goodwill. 

STT suggests dividing the accounting treatment 
of intangibles into the two main measurement 


HAs far as we are aware this is the first time this has been 
done in either the accounting or the economics literature. The 
significance of this particular version of the additivity of fair 
values is that it is always true under the definition given in 
expression (3). If we do not admit improper elements into the 
resource set (e.g. as in Vickrey, 1975, and McKeown, 1972) then 
(4) is often not true as a matter of fact and other constraints— 
rationality and perfect markets (Beaver, 1981)}—have to be 
relied upon to produce the desired result. 
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INTANGIBLES 


Goodwill 
based on synergy 
elements 


Statistical 
estimates 
(e.g. Economic 
goodwill) 


Population 
parameters 


(e.g. Fair 
value measures) 








problem areas shown in Figure 1. More specifi- 
cally, the choice of definition (4) as the basic 
characterisation of the notion of goodwill leads 


us to separate the problem of accounting for. 


identifiable intangibles from that of accounting for 
goodwill. 

Accounting for identifiable intangibles includes 
accounting for copyrights, patents, research and 
development expenditure, advertising costs and 
brands etc. Here the measurement difficulty is 
caused by the fact that, in practice, the physical 
chain of cause and effect matching the precise 
activities which lead to the incurrence of these 
expenditures may be hard to identify and the costs 
themselves hard to estimate. Problems also arise in 
determining whether or not service potential exists 
at the balance sheet date and what averaging 
process (amortisation technique) to apply to the 
costs. Such difficulties, however, are not confined 
to this kind of. measurement; they occur to a 
greater or lesser extent with all types of activity 
costing (e.g. even in tangible fixed asset account- 
ing) and differ from other types only in matters of 
degree. This point will be returned to below. 

Accounting for goodwill based on the notion 
` embodied in (4), on the other hand, is clearly a 
` problem of a different and special type and one 
which may be superimposed upon the difficulties 
_inherent in asset accounting of either the tangible 
or the identifiable intangible type. Synergy costs 
certainly exist, for we see them in invoices giving 
discounts for bulk purchases. Theoretically they do 
not present a problem if an STT approach is 


Identifiable Intangibles 
e.g. 
Patents, copyrights, 
research & development 
advertising 


(Subject to same principles 
as tangibles) 


adopted because the random cost is defined 
uniquely for a given level of aggregation, consist- 
ently between Ievels of aggregation and provides 
maximum information at the minimum level of 
aggregation (ie. the smaller the unit of measure- 
ment chosen for each resource, the greater the 
information about the value of combined buying 
and selling practices). 

Theoretically, accounting information could be 
provided about buying and selling strategies by 
syphoning off the goodwill element of costs from 
the basic element costs incurred in production 
activities. For example, if a resource set entered 
into an activity then the cost of the activity could 
be set equal to the sum of the costs of the indi- 
vidual elements in the resource set and the differen- 
tial synergy cost, if any, could be separated out to 
assess the success or otherwise of firm purchasing 
policy. To the extent that such a practice would 
eliminate cost fluctuations due to buying policy 
from the assessment of production decisions this 
might be thought to be desirable. Consistent prac- 
tical implementation of this advice is probably a 
long way off since it depends upon the accountant 
having access to information concerning the distri- 
butional properties of activity costs which are 
currently not analysed by accounting systems. | 
Nevertheless it does seem to correspond to the ~” 
present and past piecemeal accounting practice of 
identifying items such as discounts received separ- 
ately in the income statement. 

Application of the STT framework to the vari- 
ous accounting notions of goodwill floating 
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around in the literature allows us to perceive these 
in a somewhat different manner from that nor- 
mally assumed. We will look at four examples as 
illustrations: market value forms of goodwill; econ- 
omic goodwill, i.e. the discounted present value of 
excess future cash flows; purchased goodwill; and 
goodwill arising from business combinations. 

STT gives us a statistical insight into the 
relationship between these different concepts and, 
by implication therefore, what they can and cannot 
tell us about the real world. Here we simply rely 
upon the distinction drawn in modern statistical 
theory between the measurement of population 
parameters, the calculation of statistics drawn 
from sample data and measurement of the sample 
data itself. Of these three types of data, the 
measurement of population parameters (such as 
expected values) gives us the most information 
about the subject of our investigations. This, how- 
ever, is also the most costly information and we are 
rarely fortunate enough to be able directly to 
measure the parameters of interest. Consequently 
we are usually forced to rely upon statistical esti- 
mates of parameters. This is usually less costly but 
Is subject to sampling error and is thus less reliable 
than direct measurements of parameters. Finally, 
sample data may be used as the basis of estimates 
or we may rely solely upon a single data point for 
information, an option which is clearly the least 
costly and least reliable of the three.’ 

The fair value definition of goodwill is an 
example of a market value form of goodwill and 
this is an instance of the measurement of a popu- 
lation parameter, ie. it measures the expected 


values of the population of costs pertaining to a ` 


particular resource set over some interval of time 
up to the accounting date. Presumably, the fair 
value concept, being very general, would be based 


28 one of our referees noted, this point illustrates quite well 
a difference of interpretation between our theory and more 
traditional, deterministic viewpoints of accounting. Any statisti- 
cal distribution of accounting numbers could be interpreted as 
arising from errors in measuring the ‘true’, deterministic value 
of an accounting attribute, i.e., the price at which the firm would 
sell the resource. STT emphasises measuring the statistical 
properties of the underlying economic processes. There will 
usually be some measurement error in accounting but there will 
also be variability in the underlying processes themselves. This 
generates an additional source of randomness in accounting 
numbers. If the effects of the latter are ignored or reported 
mappropriately it is likely to lead to criticisms of accounting as 
being too subjective or even ‘meaningless’. Interpreting ac- 
counting numbers as (in some instances) single point estimates 
of average values of distributions of prices shows both how 
unreliable historic cost data can be for decision making pur- 
poses and how advantageous it might be to use accounting 
systems to collect further data about the variability of the type 
described. The movement of accounting methods away from a 
pure historic cost basis to modified versions of historic cost and 
latterly the increasing call for current value forms of accounting 
could be interpreted as a process of evolution away from 
reliance on single data points towards information based on a 
larger data set. 
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. upon all the costs in an economy containing the 


relevant resource and time interval terms. Taking 
this to be the most general type of market value 
notion of goodwill, other notions, such as current 
cost and net realisable value concepts, would 
simply involve the restriction of costs to con- _ 
ditional distributions from the total population of 
costs. For instance, in the case of the current cost 
concept the population of costs is reduced by 
restricting attention to those costs of A in which 
the second entity component of cost (the Y term in 
expression (1)) is drawn only from the population 
of X’s suppliers. Different concepts of market 
value goodwill therefore provide distinct infor- 
mation about the environment of the firm and 
should be seen as complementary information 
rather than as competitors for the title of best 
measurement. What is ‘best’? for some specific 
purpose is, of course, not a measurement issue 
and consequently no attempt is made to address 
that issue here. 

Economic goodwill calculated on the basis of 
predicted excess cash flows or earnings is most 
usefully understood from the viewpoint of STT as 
a statistical estimate. The calculation expresses a 
functional relationship between estimates of 
future cash flows and discount rates which are 
presumably themselves based upon sampling the 
accounting cost database.’ Consequently it should 
be possible to analyse the existence of any system- 
atic relationship between the estimator ‘economic 
goodwill’ and some underlying distribution of 
goodwill such as the fair value concept defined 
above. This point is illustrated in Figure 2. 

The calculation of economic goodwill falls some- 
where in the range of the distribution of fair value 
goodwill, and it would be of interest to investigate 
empirically the character of its sampling distri- 
bution. For example, to what extent, on average, 
does economic goodwill cluster around the average 
synergy value of A? This interpretation, it may be 
observed, gives a methodology with which to relate 
what is normally regarded as a subjective concept, 
i.e. economic goodwill based upon predictions of 
future cash flows and interest rates, to objectively 
verifiable data, i.e. a measurable population of 
costs existing at the accounting date. | 

As an example of the third type of accounting . 
information (sample data consisting of Just one 
observation) consider purchased goodwill. We may 
define the purchased goodwil of A, 2(A), by 
substituting the realised cost of A for the fair value 
in (3): 

2(A) =c(A) — v(a) — v(a;) (6) 
2(A) could be interpreted as an estimate of v(A), 
if desired, though presumably not a very reliable 


In STT cash flows are special types of costs (Willett, 1987, 
p. 166). 
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Figure 2. 
Distribution of Synergy Costs 


| 
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E[G<a), a, + +s 8.2] 


2(A) = E[E[G<a,, ay. . » 4,1] 


Note: e(A) denotes the calculation of the ‘economic goodwill’ of the resource set A. The other terms 


are as defined in the text. 


For each combination of the resource set denoted <a, ay... there is an expected cost 


E[ç<ay, ax... -s a>], 


Z(A) is measured by taking expectations of these expected costs over all possible combinations of the 


- elements in the resource set. 





one. This is what normally appears as goodwill in 
historical cost accounts and from an STT view- 
point contains little information about the under- 
lying economic processes which are guiding the 
firm’s financial fortunes. 

The item often included in consolidated financial 
statements under the name Goodwill arising from 
Business Combinations (or some similar title) is 
probably most usefully interpreted as a special type 
of economic goodwill in STT. This type of ‘good- 
will’ is a complex calculation the specific form of 
which depends upon the method of consolidation 
accounting adopted. At the heart of the calculation 
under most methods lies the directly and objec- 
tively measurable ‘cost of control’ activity which 
compares the proceeds of the issue of shares in the 
subsidiary company with the cost of the shares 
purchased by the holding company. Under the 
‘acquisition method’ the difference is incorporated 
into a calculation with the addition of the holding 
company’s share of pre-acquisition reserves. As 
will be discussed in a little more detail below, the 
basis for judging the efficacy of such a calculation 
depends upon the purpose it is designed to achieve. 
However, one objective which is often attributed to 
this calculation is that it attempts to capture the 
changes in value caused by combining firms and 
the possible effects of monopoly power. Consider- 
ing the synergy effects of goodwill alone, STT 
could provide a framework within which to assess 
this idea similar to the manner in which it was 
suggested economic goodwill might be assessed 
above. In this case the abscissa in Figure 2 would 


be reinterpreted to measure the random effect on 
group wide synergy values created by the process 
of firm acquisitions, and the normal calculation of 
goodwill arising on consolidation would become 
the estimator of the expected value of this distri- 
bution. It should be possible, by an appropriate 
combination of case studies, simulated activity cost 
modelling and capital market research techniques, 
to examine the assumptions under which, and the 
extent to which (if at all), this calculation succeeds 
in realising its objective. As little or nothing is 
presently known about this issue, such an investi- 
gation would, by itself, constitute the foundation 
of an extensive research programme. 


Capitalisation, Amortisation and Valuation 

Assets in T-theory as they are conventionally 
disclosed in financial statements are residual 
amounts which are quite likely to bear little resem- 
blance to economic value as usually conceived 
(Baxter, 1962, p. viii). This observation applies 
immediately to STT which is a pure form of 
T-theory and to both tangible and intangible 
assets. In the following analysis, therefore, the 
principles expounded are equally relevant to either 
tangible or intangible assets. 

The purpose of capitalisation in STT is to act as ` 
a flagging device to the user to show which asset 
costs have been subjected to an averaging process 
in arriving at the main performance indicator—the 
earnings figure. Whether to capitalise or not is a 
practical rather than a theoretical problem from 
this viewpoint. Capitalisation takes place when an 
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activity cost is classed as an asset instead of a 
component of equity. The transactions definition 
of an asset as an unfinished activity is equivalent 
to the V-theory definition of an asset having future 
service potential. From a formal point of view 
there is no particular theoretical difficulty with 
these definitions but future continuation of an 
activity is often difficult to establish in practice and 
there may be considerable uncertainty about the 
existence of assets.!* 

As we have seen, disagreement exists among 
academics on this subject. It is not always appreci- 
ated, however, that in its practical manifestation 
the capitalisation problem is usually one of disclos- 
ure more than of measurement. The judgement of 
whether or not an activity is finished at the ac- 
counting date involves the possibility of measure- 
ment error and is quite a likely occurrence in the 
case of identifiable intangibles. However, it really 
would not matter too much from a STT viewpoint, 
if, say, advertising costs were wrongly expensed as 
long as details of the expenditure remained avail- 
able to users by being disclosed separately in the 
equity section of the financial statements with 
enough qualitative information to alert users to the 
uncertainty. The standard setting process may be 
able to reduce the probability of measurement 
error but cannot eradicate it completely, and ade- 
quate disclosure of such matters would take the 
sting out of mistaken judgement. This recommen- 
dation is, of course, based on the events theory of 
disclosure (Sorter, 1969). Egginton (1990) has 
made the same sort of point on the basis of more 
pragmatic considerations. 

The amortisation and valuation issues, as they 
affect conventionally prepared financial state- 
ments, are closely related. Their measurement 
aspects are so closely related, in fact, that if 
we understand the first we will have virtually 
understood the second. 

In STT the amortisation of intangible assets is 
identical to the depreciation of tangible assets: 
essentially they are calculations which average 
activity costs with respect to time. With the existing 
practice of summing certain classes of activity costs 
to derive an income figure it is usual to apply only 
the time averaging process to activities expected to 
last for longer than one accounting period. The 
reason for this particular calculation can only be 
the subject of conjecture, because the type of 
statistic chosen for disclosure depends upon the 
purpose to which the statistic is applied, i.e. what 
decision parameter inferences are being made 
about. However, by analogy with the arithmetic 


The tests recommended by standards pertaining to research 
and development expenditure (e.g. ASC, 1977, para. 21) illus- 
trate the practical problems involved in attempting to determine 
whether, in fact, intangible activities do continue to contribute 
to the stochastic processes defining the financial state of a firm. 
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mean in statistics and the expected value in prob- 
ability theory, we may suppose that, in the past at 
least, professional interest has focused on the mean 
per unit of time profit for sets of activities as an 
indicator of relative performance. Now, if this is 
the case, it is certainly true that appropriate choice 
of the key variables of expected residual value and 
expected useful life can lead to a reduction in the 
variance of the depreciated income statistic as 
opposed to the undepreciated one. This is true both 
over a firm’s lifetime (Willett, 1991) and in the 
more general case it may be achievable depending 
upon the nature of the stochastic processes gener- 
ating the activities (Lane and Willett, 1991). Con- 
sequently the question of if and how to depreciate 
an intangible asset has to. be prefaced by first 
answering the questions: what decision parameter 
is being investigated?; what is the nature of the 
stochastic variables generating costs and pro- 
duction relations for the activity concerned?; and 
what are the statistical characteristics of the vari- 
ous alternatives? If the purpose of writing down 
intangibles is.to attempt to gauge the effect of the . 
relevant expenditure on the long term profitability 
of the firm concerned, for example, then the 
method and results cited above are directly appli- 
cable to assess the usefulness of the rate used.” 
Focusing on other parameters might lead to choice 
of a different amortisation method. Well estab- 
lished statistical methods are already available to 
allow a scientific answer to be given to these 
questions in theory but there is presently insuffi- 
cient empirical data available to answer the amor- 
tisation question in individual cases. 

The most difficult valuation problem in financial 
statements is interpreting the net book value of 
assets. This is normally interpreted as a question of 
verifiability: what kind of tests can be carried out 
independently to validate the amounts shown for 
items such as capitalised development costs in the 
balance sheet? To answer this we need to know 
what net book values represent, and in this case 
STT leads to the following interpretation. The 
conventional balance sheet has evolved to become 
a summary of accumulated statistical calculations, 
used in the past for performance evaluation, which 
are reconciled to the total monetary funding so as 
to allow the accuracy of the controllable decision 
variables used in those calculations to be verified in 
the light of current. expectations. Consequently, if 
we interpret net book values as going concern 
estimates encapsulating expected future ara! 


Monte Carlo simulations of activity models of the firm 
using empirical distributions could be adapted for this purpose. 
The only significant difference between tangible and identifiable 
intangibles in this regard is the one alluded to in relation to the 
capitalisation issue: the difficulty of measuring activity finish 
times. This factor could be accommodated in a number of ways 
in a probabilistic model of activity costs, the most obvious. of 
which would be as a measurement error term. 
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costs we can easily formulate a test to compare the 
aggregate of past performance assessments for 
consistency with current beliefs about the levels of 
accounting decision variables. This appears to be 
similar to Egginton’s (1990) recoverable cost test 
but its application will be illustrated in the context 
of development costs to bring out the essential 
difference between his theory and ours: no rate of 
return concept is involved in the latter. 

Let the net book values of development costs at 
t be denoted by N and defined as: 


N =Z{C,—min{t —1—S,6,d}xe/d} (1) 


Here, for the jth development activity, C, rep- 
resents the actual cost incurred, S, the start time of 
the activity, d, the guessed duration time and c; the 
guessed final cost. t — 1 is the start of the account- 
ing period.! N should equate to the transaction 
based ‘going concern’ value of development costs 
at t which we will denote as G. G may be defined 
as ‘the sum of the currently expected total costs to 
be incurred (Cj*) in existing unfinished develop- 
ment activities, averaged over their expected 
remaining duration (d# — (t — 1 — S,)), i.e.: 


G=E{(C¥x (1 —{t-1-S)})/d¥} (8) 


The asterisk notation indicates revised values for 
the C and d variables at t. The test produces the 
following decision rule. As long as |N — G] < M 
where M is some material amount it may be 
claimed that N is accurate. If, on the other hand, 
M <|N—G| then N and thus the accumulated 
profit statistic on the other side of the balance sheet 
should both be amended to agree with revised 
expectations and total funds. Some evidence to 
support this formulation of the valuation problem 
as a description of current practice can be found in 
SSAP12 (ASC, 1987, paras. 16-21). 


Discussion and conclusions 


We have presented a statistical transactions theory 
based upon an activity costing perspective which 
enables us to view some of the problems of intan- 
gibles accounting in a new light. Our conclusion is 
that the problems of accounting for identifiable 
intangibles are no different in kind from the prob- 
lems of accounting for tangible activities but that 
there are considerable differences in degree. Our 
construction of the goodwill concept, however, is 
quite novel and allows us to distinguish clearly 
between identifiable and unidentifiable intangibles. 
This is essentially a measurement theory but it does 
also allow us to make some comments on the 
disclosure of goodwill in financial statements and 
on the issues of consistency and diversity. 


The depreciation model assumed here for illustrative. pur- 
poses uses straight line depreciation without adjustments for 
foreseeable losses. 
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Although at present we know little of the distri- 
butional properties of goodwill, the interpretation 
of equation (4) allows us to make some general 
observations concerning the appropriateness of the 
disclosure of goodwill in financial statements. For 
example, as a matter of definition, if markets are 
perfect and complete, the value cf synergistic costs 
will be zero, with probability one. Therefore, any- 
one who believes in such a state of affairs should 
(to be consistent) argue against the information 
content of goodwill numbers. For those who prefer 
to believe otherwise, there remain a number of 
interesting empirical research questions. For 
example: ‘Do the values of synergy costs (and 
therefore goodwill) centre around zero?’. If they do 
then it might be argued that, in the context of 
conventional accounting statements where only 
average or representative values are reported, they 
be ignored. However, the fact that discounts for 
bulk buying and premiums for collections of items 
occur in practice, indicates that populations of 
costs with non-zero goodwill do exist in some 
instances. Presumably, therefore, the problem for 
the accountant is the practical one of identifying 
when such situations are encountered and report- 
ing this fact. On the other hand it may turn out 
that these instances rarely have a material effect, in 
which case we may expect the information content 
of the goodwill figure to be small.” 

On the matter of consistency versus diversity it 
is presumably obvious that if accounting measure- 
ments are to be used for comparative purposes they 
should measure the same attribute. Comparing one 
firm’s identifiable intangible costs with another 
firm’s market value intangibles, for instance, would 
be, in the absence of some empirical connection 
between the measures, meaningless. Comparison 
of measures therefore assumes consistency in the 
choice of attribute. On the other hand, it is a 
fundamental property of any measurement process 
that it should assign the same value to equivalent 
occurrences of the same attribute and different 
values to dissimilar occurrences of the same attri- 
bute: In this sense a measurement system requires 
diversity. 

Both of these measurement principles apply to 
intangibles accounting. STT shows that, in the 
comparison of goodwill measurements, it is 
necessary to identify the cost population from 
which expectations are calculated. Goodwill 
measures based on fair values will be drawn 
from populations different from those based on 
current costs and historical costs. Therefore, in 
order to compare like with like, it is desirable for 
reasons of efficiency to agree upon a common 


There is the possibility of information content in the 
variance of the distribution of synergy costs. However under 
current practice such information would not be reported even if 
it was available. 
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database from which goodwill measurement 
should be sampled. 

A similar, but less strong argument, can be made 
in favour of consistent use of allocation methods 
to account for intangibles. STT views allocation 
methods as statistics which may be used as estima- 
tors of important parameters of the underlying 
processes generating the accounting data. To use 
an analogy, the comparison of the geometric mean 
from one sample with the arithmetic mean from 
another is unlikely to provide as much information 
as the comparison of similar statistics. This argu- 
ment in favour of consistency of accounting pro- 
cedure, however, is compromised by the fact 
that very little is known theoretically or empirically 
about the distributional properties of basic 
accounting adjustments. For example, we know 
virtually nothing about the relative effects of 
Straight line and reducing balance methods of 
depreciating assets on the standard error of the 
conventional profit calculation. It might be, for 
instance, that under specified circumstances one 
method of allocation provides a ‘better’ estimator 
of a certain decision parameter, while under other 
circumstances a different method is best. Until 
research can reveal such information about the 
statistical properties of accounting calculations, 
judgement on the relative merits of consistency 
and diversity of patterns of amortisation of intan- 
gible and other assets must remain an unanswered 
question. 

It has occasionally been argued that intangibles 
expenditure should, for consistency’s sake, be writ- 
ten off over some fixed period of time. It should be 
clear from the foregoing discussion why this is 
theoretically (but not necessarily practically) inap- 
propriate, save only in very exceptional circum- 
stances. First, the heading ‘Intangibles’ covers a 
variety of different types of activity. Apart from 
the differences between the major classes of good- 
will and identifiable intangibles, and the many 
distinct types falling under the latter, it is evident 
that the capitalisation of synergy costs will depend, 
among other things, on decisions to capitalise a 
large number of underlying assets with different 
lifetime durations. Flat rate amortisation across a 
particular type of intangible for all firms would, 
therefore, only serve to mask possibly significant 
economic differences. The only case where such a 
strategy might be practically justified occurs either 
because information is so scarce that only economy 
wide estimates of useful lives are available or 
because standardised allocations are preferable 
in constructing comparative statistics to noisy, 
uninformed guesses. 

Because analytical and empirical work in the 
field of the sampling distributions of accounting 
numbers is in its infancy, our theoretical analysis 
has necessarily been restricted to drawing fairly 
general conclusions. Occasionally it is possible to 
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be quite definite, as, for example in the case of 
accounting for brands—in our theory these are 
identifiable intangible activities and not what we 
have defined here to be goodwill. This is directly in. 
disagreement with the opinion expressed in ED 52 
(ASC, 1990). However such clear cut instances are 
likely to be unusual. Indeed, we believe that in the 
absence of sufficient, detailed empirical research 
into the specific stochastic processes which gener- 
ate activity costs like research and development 
expenditure and a better understanding of the 
statistical properties embodied in competing ac- 
counting numbers it is not possible.to produce 
specific solutions to the detailed problems of intan- 
gibles accounting. The question whether goodwill 
arising on consolidations, for example, provides 
useful information about a particular business 
combination clearly has implications for the issue 
of whether it should be accounted for using the 
merger or acquisition methods (ASC, 1990(c)) but 
our discussion of this matter discourages the belief 
that answers will be forthcoming without a sub- 
stantial research effort of both an analytic and 
empirical type. Nevertheless, the theory described 
here provides a framework within which to launch 
a research programme for the collection and analy- 
sis of the statistical data which should ultimately 
enable case specific solutions to problems of this 
sort to be reached. Ë 
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Triple-entry Bookkeeping: À Critique 


Ian A. M. Fraser* 


Abstract—This paper reviews Ijiri’s proposals for triple-entry bookkeeping systems. The first part summarises the 
essential elements of Hjir s proposals. iri examines two different versions of triple-entry bookkeeping—temporal 
and differential; however, Ijiri himself concludes that temporal triple-entry bookkeeping i is unsatisfactory and so this 
paper concentrates almost exclusively on differential triple-entry bookkeeping. Ijiri’s theoretical approach is then 
examined, with the conclusion that it is methodologically unsound. There are two problems here. Ijiri does not define 
the objectives of his proposed system ex ante, and his integrity criterion is an arbitrary and imperfect one. Differential 
triple-entry bookkeeping is then analysed in detail and it is concluded that it may be imperfect in terms of Ijiri’s 
own logical criteria. Potential usefulness is also examined, and it is concluded that this is at best problematic. 


Introduction 


This paper investigates the rationale for accounting 
systems based on triple-entry bookkeeping as 
advocated by Jjiri (1982) and (1986). Ijiri (1982) 
sets out the fundamental rationale for an extension 
of double-entry to triple-entry and presents a basic 
model of a triple-entry bookkeeping system. Ijiri 
(1986) introduces additional concepts and expands 
this basic model into a disciplined framework of 
measurements. The fundamental rationale for intro- 
ducing a triple-entry system and the general utility 
of that system are not questioned and Jjiri (1986) 
does not address these issues. The focus of this 
paper is therefore primarily upon Jjiri (1982). Ijiri’s 
proposals are examined as to both their internal 
logic and their potential use. 

Ijiri argues the case for an extension from double 
to triple-entry primarily on the basis of the imper- 
fect internal logic which is inherent in the double- 
entry framework; despite its incompleteness, 
however, he argues that this logic provides the 
means for a ready extension into the triple-entry 
mode. 


Essential elements of the theory 


Triple-entry bookkeeping differs from double- 
entry in that there are three, rather than two, 
bookkeeping entries for each accounting trans- 
action: the usual debit and credit together with 
Ijiri’s third entry. As a result a trial balance 
produced from a triple-entry system will consist 
of three columns. 

The third entry takes two different forms in 
Jjiri (1982) in which two distinct variants of triple- 
entry bookkeeping are proposed—temporal and 
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differential. Temporal triple-~entry is posited on the 
basis that the existing debit and credit of the extant 
double-entry - system may be conceptualised as 
present and past; this leaves an obvious hiatus— 
the future—which is the subject of the third entry 
of a temporal triple-entry bookkeeping system. 
Ijiri himself, however, concludes that the temporal 
triple-entry bookkeeping system is not based on 
a correct trichotomy but is simply the existing 
dichotomy applied twice, and this leads him to 


concentrate instead on the alternative differential 


approach. As Ijiri himself concludes that temporal 
triple-entry bookkeeping 1s unsatisfactory (1982, 
p. 17) this variant will be largely ignored in this 
paper. 

Differential triple-entry bookkeeping is based on 
the concept of the differential calculus. Under this 
approach the two extant entries of the existing 
double-entry framework are conceptualised as 
capital (or income) and as wealth. One entry 
(capital, or income) is argued to be a differential of 
the other (wealth), and Ijiri incorporates. his third 
entry—force—on the basis that it is a differential 
of capital (or income). Ijiri’s concept of force 
attempts to explain the reasons for changes in 
income momentum which is essentially the ability 
of the enterprise to keep generating income at a 
given rate and which refers, therefore, to the 


‘earning power’ of the enterprise. The underlying _ 
idea is that force changes income which in turn ' 


changes wealth and so the three entries of a 
differential triple entry system become force, capi- 
tal (or income) and wealth. The ‘triple-entry 
equation is therefore stated as: 


Wealth = Income (or Capital) = Force (1) 


An equality between all three elements holds 
because capital and force are ‘integrated’ back to 
arrive at the same wealth that is to be accounted 
for. Three basic financial statements result from 
the tri-columnar trial balance which is the product 
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of this triple-entry system. Each of these corre- 
sponds to one of the three bookkeeping entries. 
They are Ijiri’s new ‘Force Statement’ as well as the 
existing “Capital Statement’ (income statement) 
and “Wealth Statement’ (balance sheet). 

TjirPs rationale in developing both temporal 
and differential triple-entry bookkeeping systems 
depends upon a consistent set of principles. Ijiri’s 
thesis is that extensions to the extant double- 
entry framework may only be made if it can be 
first demonstrated that the existing framework is 
imperfect (i.e. ‘less than ‘absolutely perfect’). 
Ijiri believes that two distinct conditions must 
be satisfied before the system can be regarded as 
imperfect and can, therefore, be legitimately 
expanded. First: 


1) 


... the extended system must preserve every- 
thing that existed in the original system. For 
example, when the field of natural numbers was 
extended to the field of rational numbers, to the 
field of real numbers, and to the field of complex 
numbers, every extended field preserved elements 
and operations defined in the original field. 
Otherwise, the new system is not an extension of 
the old system. (1982, p. 2) 


Second, the new system must satisfy the integrity 
criterion. According to Ijiri this means that: 


... the new dimension added to the old system 
must be logically and uniquely derived from the 
old dimensions and thus form an integral part of 
the dimensions of the new system. (1982, p. 2) 


In order to decide whether or not the integrity 
criterion is met it is therefore necessary to identify 
the basis of the relationship between the existing 
dimensions of the present system. Ijiri gives an 
example: 


... after the sequence of integers 1 and 2 whether 
3 should follow or 4 should follow would depend 
upon how the relation between the first two 
numbers is interpreted. If 2 were derived by 
adding 1 to the first number, then 3 should be 
the third number, while if 2 were derived by 
doubling the first number, then 4 should be the 
third number. (1982, p. 2) 


The integrity criterion requires that, for any 
given interpretation of the relationship between 
the existing dimensions, there should be a unique 
dimension that logically follows from the existing 
two dimensions. Once the basis of the existing 
relationship is identified, therefore, this unique di- 
mension should follow logically and unequivocally 
from the existing dimensions. 

If the new proposed system preserves everything 
which existed in the original system and satisfies 
the integrity criterion, the new extended system is 
theoretically valid. 
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Theory construction 


Two features of the way in which the theory is 
constructed are noteworthy. The first, and most 
important, is that Ijiri does not consider ex ante 
the need for, and the objectives of, triple-entry. 
Fundamentally there are two approaches which 
may provide a rationale for amending the present 
system. One may start with some theory about 
the objectives of, and the need for, accounting 
data and use this to extend the current system. 
Ijiri does not adopt this approach. Alternatively 
one may postulate some shortcomings of the 
present system and suggest amendments in order 
to correct these—the previous section has estab- 
lished that Ijiri adopts this latter approach but 
in a strictly limited way. The rationale is that 
the existing system is based on incomplete and 
imperfect logic which leaves room for improve- 
ment and expansion, and that Jjiri has been 
fascinated by the possibility of a logical extension 
of double to triple-entry ‘for more than a 
quarter century’ (1982, p. ix). However, no 
attempt is made to convince the reader that a third 
dimension is actually meeded and the usefulness 
of the new extended system is only considered 
ex post once its essential elements have been 
constructed. 

The second feature which characterises Ijiri’s 
approach is related to the first. Extensions to the 
existing incomplete and imperfect framework are 
only theoretically acceptable to Ijiri if they satisfy 
the integrity criterion. As discussed in the preceding 
section of this paper, this implies that any extension 
to the existing framework must be logically and 
unequivocally derived from it and that any addi- 
tional element (e.g. a third entry) must relate to the 
existing elements in the same way as these relate to 
each other. 

The first feature (failure to consider ex ante the 
objectives of, and the need for, the extended system) 
is a serious problem. Certainly, there are notable 
examples in science of discoveries having been 
made by accident. However, when one sets out to 
design a device or system without first stipulating 
its function or without specifying desired improve- 
ments, then the usefulness of the new device or 
system must be problematic. The usefulness of any 
device or system is conditional upon the quality of 
its design specification which must depend upon 
the function which it is to serve and the conditions 
under which it is to perform that function. Jjiri’s 
failure to consider those matters before constructing 
his triple-entry systems makes their usefulness, 
therefore, a matter.of doubt. Diri does indeed justify 
his extension to triple-entry but his method depends 
on purely logical, rather than utility-orientated, 
criteria. There is therefore no obvious reason for 
supposing that the extensions selected will prove to 
be useful. 
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There is an additional, related, factor which 
must be considered here. In differential triple-entry 
bookkeeping, income is a derivative of wealth and 
force is a derivative of income. The usefulness of 
a statement of force, therefore, cannot be deter- 
mined in isolation from that of the statements of 
income and of wealth from which it 1s derived. The 
usefulness of both double and triple-entry book- 
keeping and whether or not the products of triple- 
entry bookkeeping are superior to those of 
double-entry bookkeeping ultimately depends 
upon the selected definitions of wealth and of 
income. Ijiri does not address this issue but he has 
made it clear in his other works (e.g. Ijiri, 1983) 
that he accepts and advocates historical cost valu- 
ation. However, the deficiencies of historical cost 
accounting are widely, although not universally, 
accepted. Given these deficiencies, it is difficult to 
envisage how an additional dimension will improve 
the existing system. In particular financial state- 
ments prepared under the historical cost conven- 
tion do not, with the exception of cash, debtors and 
creditors, represent contemporary commercial re- 
ality and are, in the main, empirically untestable 
from this perspective. The addition of a third 
dimension will not improve this situation. 

It may be that triple-entry bookkeeping would 
enhance the usefulness of other systems of account- 
ing, e.g. those based on current values, but this is 
beyond the scope of this paper. In any case Jjiri 
demonstrates his lack of concern with this matter. 
His third dimension results, in differential triple 
entry, in a ‘statement of force’ which constitutes a 
form of variance analysis. This may have signifi- 
cant negative implications for accountability and 
testability and these are analysed in the later 
sections of this paper. 

The seriousness of the failure to stipulate in 
advance the objectives of triple-entry bookkeeping 
may depend upon whether we see double (and 
triple) entry as theories, or merely as models of how 
economic events (in the main, market transactions) 
are accounted for within a bookkeeping system. 
[jiri himself regards theories and models as synony- 
mous (1975, p. 5) but others would probably 
distinguish between the two. Normally, a theory 
will contain premises, logic and conclusions. It is 
doubtful, however, whether all these apply to 
double-entry bookkeeping, which at its most basic 
neither predicts nor explains, but merely describes 
market transactions (with possible extensions to 
include movements in the market prices of goods 
and commodities which have not been the subject 
of a transaction). 

If triple-entry is regarded as merely an extension 
of this model the failure to specify objectives ex 
ante may not be critical to the validity of the model 
per se; instead of describing what is, the model is 
now describing what may be. To be useful, how- 
ever, a model must be influenced by the interests 
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and needs of intended recipients, and useful models 
are likely to be those where the interests’ of 
intended recipients are specified when designing 
the model content. If we are dealing with theories 
as distinct from models, the point may be made 
more forcefully. 

In this case we are dealing with an argument for 
a particular form of bookkeeping system or for a 
particular valuation method within a bookkeeping 
system. In this case objectives must be specified. 
Biri himself puts the matter succinctly: “Without 
specifying the goals, earthshaking research findings 
or discoveries cannot be separated from absurd 
opinions’ (1975, p. 3), and again ‘in order to say 
that accounting practices should be such and such, 
we must state the goals to be served by changing 
the existing accounting practices towards the 
desired direction’ (1975, p. 9). 

These are serious criticisms by Ijiri of his 
own methodology although the way in which he 
develops his theory of triple-entry may not be 
inconsistent with his view of research: °. . . research 
findings ‘possess three essential characteristics, 
novelty, defensibility and availability’ (1975, p. 4). 
One attribute is notably missing from those 
criteria: relevance. Defensibility need not embrace 
relevance since, according to Diri, the method of 
defence may be, for instance, logical proof. To be 
useful, however, accounting theories (and those of 
other disciplines) cannot be established in iso- 
lation, by reference for example to their ‘truth’ as 
established by logic or otherwise. Useful theories 
are those which solve significant problems in the 
particular discipline. One contemporary methodo- 
logical framework along those lines is that of 
Laudan (1977). The identification of problems and 
objectives is important; otherwise accounting the- 
ory becomes merely the generation of intellectual 
artifacts. 

The second important feature of Ijiri’s approach 
is related to this matter of theory evaluation. The 
integrity criterion evaluates theories or models on 
the basis of ‘truth’. There are two problems here. 
First, there may be other criteria which can be used 
to establish ‘truth’. Complete or partial ordering, 
where one dimension is required to serve as the 
cause for another, is one example. Such criteria are 
arbitrary, however, in that they operate essentially 
on the basis of a preconceived opinion as to what 
constitutes the ‘truth’ of a theory or model. They 
do not evaluate competing accounting theories 
on the basis of success in problem solving in the 
discipline. There is therefore no obvious way of 
discriminating between such criteria. Logical 
extensions may easily be incorporated into extant 
systems which are essentially useless. 

The second problem is that the integrity criterion 
is not sufficiently discriminating since it does 
not rule out enough alternatives for extending the 
present system. It only requires that the third 
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dimension will be related to the first two in the 
same way as these relate to one another. However 
there may be many possible relationships between 
the first two dimensions which will fulfil the 
integrity criterion. For instance, in the case of 
Ijiris own example (see earlier), if 1 is the first 
dimension and if 2 is the second dimension then 
the third dimension could be 3, 4 or 5 as follows: 


Case Ist Dimension 2nd Dimension 
A l 2 
l 2 
C 1 2 


Therefore, purely on logical grounds and ignor- 
ing problem-solving considerations, the integrity 
criterion does not give a unique answer to the 
extension problem and is therefore incomplete. 

Diri argues that integrity is vital because of the 
need for standardised accounting systems; it should 
not be left to each individual business to decide 
which extensions to the present framework should 
be made: ‘...an alternative selected by logical 
arguments has a better chance of being accepted 
than an alternative chosen by someone’s arbitrary 
preference...’ (1982, p. 4). 

Diri confuses standardisation and logic; there is 
not necessarily a close relationship between the 
two—a logical accounting system may not result 
in standardisation without backing from a rule- 
making body; a standardised accounting. system 
need not be characterised by perfect, or indeed any, 
internal logic. 

Diri himself appears to have some doubts about 
the worth of,-or at least the necessity for, the 
integrity constraint. He rejects, in theory at least, 
multiple-entry bookkeeping—that is, the extension 
of double-entry bookkeeping to multiple-entry, 
by including, for example, entries for the location 
or age of assets. However, ‘...in practice it may 
in fact be useful to add columns for income tax 
determination, for segment reporting, for inflation 
accounting, or for human resources’ (1982, p. 4). 

Ijiri does not amend his approach to theory con- 
struction in his 1986 paper, whose emphasis is on 


'Tjiri (1986) amends and expands the differential system so 
that income momentum (and not force as such) is seen as a 
differential of income (or capital) while force itself is seen as a 
differential of momentum. The distinction, however, between 
momentum (‘the rate at which income is being earned’) and 
force (‘the rate of change in momentum’) does not affect the 
argument here. 


ACCOUNTING AND BUSINESS RESEARCH 


expanding and modifying an extant system. Useful- 
ness and relevance are paid some attention. But all 


this is ex post. The ex ante rationale is not amended. 


Differential triple-entry bookkeeping 


As has been explained, under differential triple- 
entry, capital (or income) is seen as a differential 


2nd Dimension 3rd Dimension 
obtained from obtained from 
ist Dimension by — 2nd Dimension by 
adding one i.e. adding one i.e. 
1+1=2 2+1=3 
doubling first doubling second 
dimension i.e. dimension i.e. 

1 x 2= 2 2x2=4 
squaring first squaring second 
dimension and dimension and 
adding 1 i.e. adding 1 i.e. 
+ 1=2 2 4+1=5 





of wealth, and force as a differential of capital (or 
income).!' 

This system with its emphasis on the reasons 
for changes in income and wealth may be seen as 
incorporating the familiar variances of managerial 
accounting in the formalised bookkeeping system. 
This is interesting and certainly it appears reason- 
able to argue that ‘force changes income which, 
in turn, changes wealth’ (p. 22). However, one may 
object to Ijiri’s proposals on both theoretical and 
pragmatic grounds. 

Logic first. Is income a differential of wealth 
any more than wealth is a differential of income? 
The answer, in some systems of income and value 
determination at least, is certainly ‘no’. In the 
Hicksian economic model, for example, it is essen- 
tially wealth which comes first and income which 
is the residual; income is merely a formalisation 
of the change in wealth (or economic capital), 
after adjusting for anticipated and realised cash 
flows between two dates. Here I take the meaning 
of ‘wealth’ as synonymous with the meaning of 
‘capital’ in the economic sense. This is, of course, 
quite distinct from the meaning of ‘capital’ as used 
by Ijiri in the present context. Wealth, therefore, 
is a differential of income. At the very least, wealth 
and income would appear to influence each other. 
Hicks’ view was that, although they had to be iso- 
lated for measurement purposes, wealth and income 
were really one and the same concept. If the func- 
tion is one-to-one the issue may not be substantive. 
However, if the existing first and second dimensions 
bear the same relationship to one another, then 
quite rigorous conditions apply in order to satisfy 
Jjiri’s integrity constraint. The third dimension 
(force or momentum) should logically have the 
same relationship to the first dimension as it does 
to the second, and both the first and second 
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dimensions should in turn have the same relation- 
ship to the third. Consequently, if (R) defines a 
unique relationship between two dimensions (1 
and 2) such that each influences the other in the 
same way, then In a three-dimensional scenario the 
following relationship must pertain when 1, 2 and 3 
are the first, second and third dimensions (see 
Figure 1). This requirement is clearly an onerous 
one. It is unlikely, for example, that force (or 
income momentum) will have the same effect on 
income as income has on momentum; income, for 
instance, may be fully distributed each period by 
way of dividend or retained to greater or lesser 
extents in order to finance growth. 

Thus it may be difficult to sustain the argument 
that there is a general relationship between income, 
wealth and momentum since that relationship will 
be dependent upon the model of income and value 
measurement adopted (e.g. historical cost, economic 
income, etc) and upon the level of distributions in 
each accounting period. The particular definitions 
of income and of wealth selected, therefore, have 
both usefulness and logical implications for triple- 
entry bookkeeping systems. The latter will affect 
the integrity requirement, which as it relates to 
the three dimensions of a differential triple-entry 
bookkeeping system, may be impossible to satisfy. 


Usefulness 


Previous sections of this paper have identified 
several factors which raise questions as to the likely 
usefulness of Ijiri’s triple-entry systems. These 
include: Ijiri’s omission to consider ex ante the 
objectives of, and the need for, triple-entry book- 
keeping; the fact that triple-entry is based on the 
extant historical cost framework; and Ijiri’s peculiar 
view of the essential characteristics of research 
findings. The purpose of this section of the paper 
is to consider the usefulness issue in a more formal 
way and to synthesise the various issues involved. 

The prominence now given to the usefulness 
of accounting information and consequently to 
the importance of stated objectives may seem 
elementary but it was not always so. Up to the 
1950s, definitions of accounting tended to empha- 
sise the accountant and his (sic) skills; for example: 


Accounting is the art of recording, classifying 
and summarising in a significant manner and in 
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terms of money, transactions and events which 
are in part at least of a financial character and 
interpreting the results thereof. (AICPA, 1953) 


In this definition there is virtually no mention of 
the user. However, since the early 1960s, a com- 
mon thread running through the various reports 
and monographs produced by the accountancy 
profession on the purpose of financial reporting is 
that financial statements should be relevant to 
users and that the needs of users should be specific- 
ally identified. This, in turn, it is implied, should 
result in the identification of stated objectives. The 
proposed triple-entry system is now examined 
using the two criteria of decision-usefulness and 
of accountability. The analysis is restricted to these 
criteria because many, including Ijiri (e.g. 1983), 
would argue that they represent the two major 
extant conceptual frameworks of accounting. 

As far as decision-usefulness is concerned, the 
differential approach whereby systematic, complete 
and integrated analyses of budget versus actual or 
this year’s flows versus last year’s flows are pro- 
vided should be potentially valuable. However, it 
is doubtful whether third dimensional information 
would be required on a transaction-by-transaction 
basis. The extant double-entry bookkeeping system 
incorporates records of each discrete transaction 
because each transaction has to be separately 
accounted for and because queries may be raised 
on any particular transaction. However third- 
dimensional information is unlikely to be required 
on this basis since the focus of interest is likely to 
be on the aggregate forces making for change rather 
than on the forces influencing each individual 
transaction. Also it seems probable that in many 
cases it will be impossible to allocate the forces 
making for change to each individual transaction 
in a meaningful fashion. 

Mattessich (1964, p. 107) suggests that: 


... before long business accountants too, will 
realise that the advantages of accounting do not 
depend ...on the punctilious recording of indi- 
vidual events but in the recording of (sometimes 
highly) aggregated transactions. 


Diri himself adds force to this point: 


The integrated approach provides more compre- 
hensive data, but it is costly. For the use in 
decision-making alone, the cost-benefit trade-off 
may or may not be favourable towards actually 
implementing such a system. (1982, p 39) _ 


From a decision-usefulness point of view, then, 
it appears not only that are there no good a priori 
grounds for supposing that triple-entry book- 
keeping systems will be useful, but also that lin 
himself is pessimistic about such a possibility or at 
least perceives it to be unnecessary. This, however, 
is not surprising since all Ijiri’s work has been 
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formulated in terms of the competing conceptual 
framework of accountability. 

Iiri makes the point that, under the account- 
ability approach, it is the accounting system rather 
than the content of the financial statements per se 
which is important:. 


This is because the objective of accounting can 
be achieved even if the accountee never reads 
financial statements in so far as the accounting 
system helps the accountant behave accountably. 
(1982, p. 40) 


Clearly, in order to make the accountant behave 
accountably, there is a paramount requirement for 
verifiability and for objective, neutral and unbiased 
information, the need for which according to Jjiri 
cannot be understood from the decision standpoint 
alone. However, for several reasons an account- 
ability orientated type framework may sit rather 
uneasily under the weight of providing the daunting 
analysis required by triple-entry. 

The primary ‘criteria of objectivity and of reli- 
ability imply the desirability of accounting data 
being empirically testable. A preceding section of 
this paper has demonstrated why the incorporation 
of a third dimension is likely to exaggerate the 
existing problems of empirical testability inherent 
in historical cost accounting. For this reason alone 
it appears unlikely that improvements in account- 
ability will result from extensions to a historical 
cost based system. 

However there are additional problems. Ijiri 
maintains that: 

the ability to reason a case of wealth change 

and to attribute it to a proper income account 

has become second nature to anyone who calls 

himself or herself an accountant. (1982, p. 42) 


He suggests that this ability may be extended by 
attributing each case of wealth change to a par- 
ticular force. But one reason why accountants can 
usually determine fairly easily the immediate cause 
of any particular wealth change under the historical 
cost system is precisely that the evidence is there, 
verifiable and objective, in the form of a market 
transaction. The underlying forces making for 
changes in wealth, however, are quite another matter 
and, when we progress to considering them, there 
is a distinct shift from ‘hard’ to ‘soft’ measures, to 
use Ijiri’s own terminology (1975, p. 36). 

Ijiri’s differential triple-entry bookkeeping system 
would itemise those underlying forces. This is inter- 
esting but it is impossible to visualise the forces 
behind each particular gain or loss in an account- 
ing period being identified so easily. This is ex- 
pressed succinctly by the US Financial Accounting 
Standards Board: 


What happens to a business enterprise is usually 
so much a joint result of a complex interaction of 
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many factors that neither accounting nor other 
statistical analysis can discern with reasonable 
accuracy the degree to which management, or 
any other factor, affected the joint result. (1978, 


para. 53) 
Ijiri appears to underestimate the problem: 


... sales may be analyzed into (1) sales to con- 
tinuing customers and (2) sales to new customers; 
where the former is attributed to last year’s 
force while the latter is attributed to force 
applied this year. Ultimately, however, such a 
judgement on force may be carried out on a 
transaction-by-transaction basis and can be 
made an integral part of a journal entry, under 
which every journal entry has three columns. 
(1982, p. 29) 


However, sales to continuing customers might 
be attributed to (1) increased advertising on the 
company’s part in the current year; (2) the demise 
of a competitor in the current year; (3) diversi- 
fication on the company’s part into a new and 
increased range of products; (4) unavailability 
of a competitor’s products. The problem of 
identifying the relevant forces is a significant 
one. Certainly the standard-setting bodies might 
simplify and narrow the range of forces which will 
be identified but this is likely to result in less 
powerful analysis. 

Jjiri recognises that a significant degree of 
subjectivity is inherent in his proposed system: 


Undoubtedly, a recording of changes in income 
momentum on the transaction-by-transaction 
basis is far more difficult than their periodic 
assessment, but so is a recording of wealth 


changes on the same basis in the double-entry 


system. (1982, p. 29) 


He suggests an analogy with increases in wealth 
under the historical cost system, where increases in 
wealth are only recognised where this has been 
evidenced by a market transaction. In a similar 
manner changes in income momentum would only 
be assumed where there ‘is an evidence via actual 
transactions that the momentum has shifted’ 
(1982, p. 29). 

However, it might well be questioned whether 
‘actual transactions’ can ever do quite that— 
market transactions are regarded as evidence of 
increases in wealth under the historical cost system 
of accounting precisely because a market trans- 
action provides indisputable evidence of a value 
change. The forces making for a value change, 
however, are very much less obvious, and it does 
not seem apparent how evidence that a value 
change has taken place is, alone, going to help 
here. One need only think of the sales example 
given earlier. 
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[jiri in his later work expands his system under a 
disciplined framework of measurements. However 
the identification of the primitive forces making for 
value changes on the individual transaction level is 
still a matter of significant difficulty, one which will 
not be easy of resolution, no matter how intricate 
a structure of force accounts may be constructed. 
(Diri, 1986, p. 758). 

It is difficult to see how all this will improve 
accountability. Ijiri himself makes the point that 
differential triple-entry will place pressure on the 
accountant’s ability to reason, ‘especially in view 
of its unrelentless existence in their daily life if 
every journal entry is to include force accounts’. 
(1982, p. 42) 

This however potentially conflicts with the 
verifiability and objectivity criteria since causes 
of income change will have to be attributed to ‘a 
proper force among numerous forces that exist in 
and out of an enterprise’ (1982, p. 42, emphasis 
added). It will be extremely difficult in this situ- 
ation. to construct a system where many entries are 
not open to debate. Differential triple-entry is 
likely to engender endless potential for dispute and 
argument; such a lack of credibility might well 
affect not just the additional third dimension but 
the existing double-entry framework. 

Although [jini rejects temporal triple-entry book- 
keeping at an early stage in his monograph (1982, 
p. 17), he reintroduces it as part of his discussion 
on accountability: 

Consider a similar pressure that a temporal 

triple-entry system may bring about.... Every 

sale or every expense must be attributed to a 

budget account . .. if it is totally unexpected and 

cannot be attributed to any of the budget items 
prepared at the beginning of the year, it may be 
attributed to a budget account designed to cap- 
ture unexpected events .... In this way, account- 
ability that has been orientated almost exclusively 
toward the past can be orientated toward the 
future under this temporal triple-entry system. 
(1982, p. 41) 


There seems to be real doubt however as to the 
extent to which the future can be ‘accounted 
for’. Ijiri admits that to state that the present is 
accounted for by the future ‘does sound odd’ 
(1982, p. 11), and his argument to the contrary 
appears strained. As far as the future dimension 
is concerned, the focus of interest is likely to be 
on aggregation rather than on individual trans- 
actions, and to disaggregate budgets into indi- 
vidual transactions is to clothe the budgeting 
process with a precision that is both counterfeit 
and unnecessary. 

The conclusion of this section is that there is no 
substantial reason for believing that a triple-entry 
bookkeeping system would provide an increase in 
useful information. 
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Conclusions 


Triple-entry bookkeeping is an interesting idea 
and a refreshing contrast to the current issues of 
mainstream accounting theory. However, several 
issues require attention: 


(1) The objectives of any extension to the existing 
accounting framework should be specified 
ex ante in terms of the accounting needs and 
problems which it is hoped that the extension 
will help to solve or alleviate. This approach 
—notably lacking in Ijiri’s proposals and its 
most serious omission—is that of the FASB’s 
Conceptual Framework: 


Financial reporting is not an end in itself 

but is intended to provide information that 

is useful in making business and economic 

decisions .... Thus the objectives set forth 

stem largely from the needs of those for 

whom the information is intended.... 
` (1978; para. 9) 


This is not to say that triple-entry book- 
keeping systems will fail to provide useful 
information; merely that useful information 
is likely to result. by accident, rather than by 
design. 
(2) The internal logic of Ijiri’s system appears to 
be deficient on the basis of his own rule for 
extension—the integrity criterion. 


The incorporation of a third dimension based 
on force is likely to present significant 
practical difficulties and, when applied to a 
historical cost based system, is likely to inten- 
sify existing problems of empirical testability. 


(3) 


(4) The integrity criterion itself is both incomplete 
and arbitrary and so may be replaced by other 
arbitrary criteria. All such criteria, however, 
adjudicate between alternatives on the basis 
of some version of truth rather than on 
problem-solving ability. This makes compar- 
ative evaluation of such criteria difficult. The 
use of such criteria may result in improved 
information; however, such a result is likely 
to be fortuitous. 

(5) The usefulness of Ijiri’s proposed system is at 
best problematic; from the accountability 
viewpoint, there may be negative effects as 
a result of disputes, and uncertainty leading 
to a loss of confidence in the accounting 
system. The benefits for decision-making 
are unproven; there is no evidence that the 
degree of detail which a triple-entry system 
would provide would be beneficial to decision- 
makers. 
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The Effect of Behaviour Monitoring and 
Uncertainty on the Use of Performance- 
Contingent Compensation 


Leslie Kren and Jeffrey L. Kerr* 


Abstract—The objective of this study is to examine the effects of control system. characteristics and perceived 
environmental uncertainty on the relative use of performance-contingent compensation. The results, based on a 
survey of division managers, indicate that monitoring ability is negatively associated with the use of performance- 
contingent compensation. In addition, monitoring is found to moderate the relationship between uncertainty 
and compensation system design. Whereas in non-monitoring firms, higher levels of uncertainty are associated 
with increased use of performance-contingent compensation, in monitoring firms, higher levels of uncertainty 
are associated with decreased use of performance-contingent compensation. These results support agency 


theory arguments that compensation structure is determined at least 


efficiency. 


A critical policy decision for reward system design- 
ers is the proportion of managerial compensation 
that is tied directly to performance outcomes. 
Performance-contingent (PC) compensation (‘per- 
formance related pay’ in British English) is thought 
to increase the motivation and commitment of 
managers (Pearce, Stevenson and Perry, 1985), to 
promote entrepreneurial values and culture (Kerr 
and Slocum, 1987), and to contribute to members’ 
perceptions of equity and fairness in their relations 
with the organisation (Ungson and Steers, 1984). 
When used improperly, PC compensation can also 
be dysfunctional, leading to conflict, low morale, 
poor integration, and a focus on inappropriate 
goals (Lawler, 1981). Thus, decisions about the 
amount and use of PC compensation can have 
important consequences, both positive and nega- 
tive, for organisations. 

Despite the importance of PC compensation in 
organisation theory and management practice, re- 
search on the structure of compensation systems 
has been, limited. While a number of studies have 
approached the question analytically, few have 
attempted to investigate empirically the factors 
that influence reward system design. Of these, a 
number are flawed either by methodological weak- 
nesses or by the absence of an adequately devel- 
oped theoretical foundation. In Eisenhardt’s 
(1988) important study, for example, her sample 
consisted entirely of firms in one industry in one 
specific location. On the other hand, the works of 
Berg (1973), Kerr (1985), Lorsch and Allen (1973) 


*The authors are from, respectively, the University of Wis- 
consin—Milwaukee and the University of Miami. 
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and Pitts (1974, 1976) are richly detailed and useful 
empirical descriptions but are not grounded in a 
theoretical perspective that allows for generalis- 
ation to other compensation settings and issues. 
The absence of a theoretical framework hinders 
replication, validation; and application of empiri- 
cal results. 

A firmer conceptual base may be provided by 
agency theory, a perspective that focuses on the 
relative economic efficiency of compensation con- 
tracts. As noted by Eisenhardt (1988), agency 
theory sharply delineates the roles of risk, in- 
formation, behaviour and outcomes, and can 
provide a more precise: framework for under- 
standing the influences that affect compensation 
structure. In this study, we use an agency perspec- 
tive to examine the premise that compensation 
structure is determined by the organisation’s need 
to maintain economic efficiency in the control of 
its division managers. Specifically, we examine 
the role of environmental uncertainty as it 
affects risk-sharing costs and the information 
available to the organisation for purposes of con- 
trol. 

In the following section, we explain the logic of 
the agency construct as it pertains to compensation 
system design and our hypotheses. Subsequent 
sections describe the research methodology, re- 
sults, and implications of the study. 


The agency perspective on compensation 


According to agency theorists, management 
compensation contracts represent the central inte- 
grating mechanism through which the fundamental 
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conflict of interest between owners (principals) 
and managers (agents) is resolved (Fama, 1980; 
Oviatt, 1988). Conflict derives from the separation 
of ownership and controlin which administration 
of the firm is delegated to professional managers 
(Jensen and Meckling, 1976). Delegation results in 
two basic threats to the principal’s interests. First, 
the agent’s greater familiarity with the firm and its 
activities results in an information asymmetry that 
leaves the principal unable to evaluate the extent 
and quality of the agent’s effort (Fama and Jensen, 
1983). Second, because the agent cannot diversify 
employment risk as easily as the principal can 
diversify investment risk, the expected cost of 
compensation may be increased.' Greater compen- 
sation risk requires higher total expected compen- 
sation (a risk premium) to attract a given manager 
from the labour market. A number of studies have 
shown that executives subject to high performance 
variability (and thus compensation risk) tend to 
receive higher total compensation, presumably as a 
risk premium (Conlon and Parks, 1990; Finkelstein 
= and Hambrick, 1988; Rajagopalan and Prescott, 
1990). In addition, greater compensation risk may 
cause the agent to exercise unwarranted conser- 
vatism in the choice of projects in order to avoid 
jeopardising compensation and career security 
(Kaplan and Atkinson, 1989). The manager may 
engage in risk-averting rather than profit-maximis- 
ing decision-making. These two factors provide 
both the opportunity (information asymmetry) 
and the incentive (risk avoidance) for the agent to 
engage in ‘shirking’, i.e. behaviours contrary to the 
interests of the principal.’ 

To address the agency control problem, the 
principal has two alternatives. The first is to focus 
on financial outcomes, rather than on the actions 
and decisions of the manager. Compensation based 
on performance outcomes aligns the interests of 
the principal and agent and substantially reduces 
the need for close monitoring of the agent’s be- 
haviour. Because information about outcomes is 
already gathered for other purposes (e.g. financial 
reporting), the incremental information costs of 


1. It is reasonable to expect that the organisation’s owners are 
less risk averse than the manager because the owners have 
access to capital markets and can diversify ‘firm-specific risk 
more easily than-the manager who has invested human capital 
in the firm (Fama, 1980). Similarly, central management may 
also be less risk-averse than division managers because they can 
diversify nsk across operating divisions. 

2. The problem of shirking, in the limited sense of unwilling- 
ness to provide needed effort, may be unlikely for most 
executive level managers who have proven their propensity for 
hard work. Shirking, however, is more broadly defined here to 
include any action that is not in the best long-run interests of 
the firm. For example, Kaplan and Atkinson (1989) suggest that 
such shirking may manifest itself as a refusal to engage in 
inconvenient travel or other time-consuming activities to de- 
velop strategic information for new investments, projects or 
markets. 
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PC compensation are nominal.’ PC compensation, 
however, is still costly because it transfers compen- 
sation risk to the manager, thereby reducing the 
efficiency of the compensation contract (Eaton and 
Rosen, 1983).* 

The second alternative available to the principal 
is to correct the information asymmetry by invest- 
ing in control systems that provide more infor- 
mation about the agent’s behaviour (Eisenhardt, 
1989). These control systems may consist of ad- 
ditional levels of management, budgets, variance 
checks, transfer pricing arrangements, status re- 
ports and other measures designed to track the 
manager's decisions and performance. The use of 
behavioural information in evaluation and com- 
pensation decisions reduces the need to rely on ` 
costly PC compensation (Holmstrom, 1979). Be- 
haviour-based evaluation, however, is costly in the 
time and resources required to develop the control 
systems necessary for monitoring, a cost not 
incurred for PC compensation. Although most 
monitoring systems will not provide complete be- 
havioural information, even imperfect behaviour 
monitoring reduces reliance on PC compensation 
and can be valuable to the organisation. Holm- 
strom (1979, 1982) reached such a conclusion 
analytically using an agency model. Diamond and 
Verrecchia (1982) similarly argued that the more 
precisely a manager expects his or her behaviour to 
be evaluated, the harder the manager will work for 
a given level of PC incentive (Shavell, 1979). 

Although empirical evidence in this area is lim- 
ited, Eisenhardt (1988) has reported that span of 
control was negatively associated with the use of 
salary (versus commission) in a retail industry 
sample. She argued that, as span of control de- 
creased, supervisors had greater ability to monitor 
subordinate behaviours and less need for PC com- 
pensation in the form of commission. In their study 
of boards of directors, Kren and Kerr (1992) also 
found high monitoring ability in boards of direc- 
tors to be negatively related to PC compensation 
(stock options and cash bonuses) for chief execu- 
tives. 


3. Although specific outcome information may not always be 
available for managers at hierarchical levels below the profit 
centre manager, compensation for these managers may still be 
tied to the results of the profit centre. This suggests that, even 
though this study focuses on profit centre managers, the 
findings may be generalisable to managers at lower hierarchical 
levels. Since lower-level managers have less control over profit 
centre results than profit centre managers, the agency costs 
associated with PC compensation are likely to increase. Thus, 
many firms reduce the proportion of lower-level managers’ 4. 
compensation that is tied to profit centre results. i 

4. The compensation system inevitably determines who bears 
the risk of an uncertain end of period outcome. For example, 
salary compensation allocates all risk to the organisation; a 
combination of salary and outcome-based bonus implies risk 
sharing; while a franchise (i.e. rental) arrangement in which the 
organisation receives a flat fee, imposes all risk on the manager. 
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Although optimal compensation contracts will 
depend on several factors, including characteristics 
of the production function, risk preferences of the 
principal and agent, and the informativeness of the 
performance measures employed (Lambert and 
Larcker, 1987), these arguments suggest that the 
proportions of performance-contingent and non- 
contingent compensation in an organisation’s com- 
pensation structure will depend on the relative 
costs of transferring risk versus monitoring be- 
haviour. Efficiency in compensation suggests that 
the costs of monitoring behaviour will not be 
incurred when compensation is based on out- 
comes. Where the monitoring of behaviour is 
difficult or the firm has low monitoring ability, in 
other words, it will necessarily emphasise PC com- 
pensation and incur the cost of sharing risk. Given 
the ability to monitor behaviours (based on past 
investments in monitoring systems), however, there 
would be little economic reason for the firm also to 
incur the risk-sharing costs of PC compensation. 
Thus, the efficiency criterion suggests that monitor- 
ing costs will not be incurred when compensation 
is performance-contingent, nor will risk-sharing 
costs be incurred (through PC compensation) when 
the firm is capable of monitoring. This relationship 
is expressed in the following hypothesis. 

H1: Behaviour-monitoring systems will be negatively 
associated with performance-contingent compensation. 


The role of uncertainty 


Organisation theorists have long recognised the 
role of the environment in influencing organis- 
ational structures and systems. Thompson (1967), 
Simons (1987), and others (e.g., Galbraith and 
Kazanjian, 1986) have suggested that the major 
sources of uncertainty for an organisation rise 
from its environment, the principal elements of 
which include competitors, customers, suppliers, 
regulatory groups, and the technological require- 
ments of the industry (Bourgeois, 1985; Govin- 
darajan, 1986). Environmental uncertainty refers 
to the inability of managers accurately to predict 
the effects of these factors on their organisations 
(Milliken, 1987). 

From an agency perspective, the general effect of 
uncertainty is to increase the cost of compensation 
contracts. First, because greater risk is transferred 
to the manager in uncertain environments, the risk 
premium required to obtain managerial services 
will be higher. Second, greater uncertainty implies 
greater difficulty in obtaining and evaluating rel- 
evant information for decision making and control 
(Merchant, 1984; Rockness and Shields, 1984). 
With greater uncertainty, information must be 
more timely and of broader scope (Chenhall and 
Morris, 1986). Information systems with these 
enhanced capabilities are more costly to install and 
may require trade-offs in accuracy (Magee, 1986). 
ABR 23⁄90--E 
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Environmental uncertainty affects compensation 
structure through its influence on the costs of 
sharing risk and gathering information, as shown 
empirically by Eisenhardt (1988). As uncertainty 
and outcome risk increased, she found greater use 
of salary (relative to commission) among retail 
salespersons. She interpreted this as a response by 
firms to increased risk-sharing costs. However, she 
also found job programmability, an important 
dimension of monitoring, to moderate the relation- 
ship between uncertainty and salary. Where job 
programmability was high, variation in uncer- 
tainty had no effect on compensation structure: 
virtually all stores used salary. Where pro- 
grammability was low, she found a mix of salary 
and commission pay. systems.° 

Programmable jobs (e.g. working as a cashier) 
are relatively simple and repetitious, thereby 
providing clear performance standards and easy 
behaviour monitoring. Job programmability in- 
creases the organisation’s monitoring ability; in 
effect, it represents an investment in the organis- 
ation’s control infrastructure. Firms with highly 
programmed jobs are able to avoid the risk-sharing 
costs of uncertainty because of the monitoring 
capability this factor provides. Thus, while Eisen- 
hardt (1988) showed that increased uncertainty is 
associated with salary compensation, it is not likely 
that this effect will be consistent across all organis- 
ations. For high-monitoring firms, higher risk- 
sharing cost should lead to greater reliance on 
behaviour-based control and salary compensation. 
Low-monitoring firms, however, have little choice 
but to meet increased uncertainty by continued 
reliance on outcome-based control and PC. com- 
pensation. In fact, managers are likely to demand 
higher expected compensation to offset greater 
risk. x 

We expect, therefore, that an organisation’s level 
of monitoring moderates the relationship between 
uncertainty and compensation, as summarised in 
the following hypothesis. 

H2: Where monitoring is high, increased uncertainty 

results in greater use of non-contingent (salary) compen- 

sation, Where monitoring is low, increased uncertainty 
results in greater use of performance contingent (bonus) 
compensation. 


Search method 


Sample 
To test these hypotheses, a questionnaire was 
mailed to a random sample of 192 division 


5. Eisenhardt, however, focused on only one segment of the 
retail industry. Thus, she examined a rather narrow environ- 
ment in which the range of uncertainty was quite limited. The 
negative correlation between uncertainty and outcome-based 
compensation that she found may be valid only within such a 
narrow range in which monitoring costs may have varied only 
slightly. 
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managers from Fortune 500 manufacturing firms 
selected from Dun & Bradstreet's Reference Book 
of Corporate Managements. Subjects were profit 
centre general managers who reported directly to 
their respective CEOs. non-respondents re- 
ceived follow-up phone calls and letters. Of the 
initial 192 managers, 38 had retired, left the firm, 
or changed to new positions in the firm, leaving 154 
potential respondents. In total, 80 usable responses 
were received, a response rate of 52%. Responses 
were received from two respondents in 17 sample 
companies, resulting in 63 firms represented. Aver- 
age position tenure of the. respondents was 4-8 
years (sd = 3-3). Appendix A provides a listing, by 
industry, of the final sample. 


Measures 

Appendix B contains an abbreviated copy of the 
research questionnaire used to measure the vari- 
ables in this study, which were: 

Compensation. Two items in.the instrument were 
used to measure the proportion of compensation 
tied to performance outcomes. One item asked 
about the maximum bonus available to the man- 
ager. The other asked what proportion of the 
bonus was determined by subjective performance 
evaluation. This is similar to ‘the approach used by 
Govindarajan and Gupta (1985) in their study of 
the linkage between formula-based performance 
evaluation and organisational strategy. The per- 
centage of maximum bonus'was multiplied by one 
minus the percentage of subjective bonus to give a 
measure of the proportion of performance-contin- 
gent bonus in total compensation. This variable 
was measured as a continuum, with larger values 
of the dependent variable indicating a greater 
reliance on PC compensation. 

Environmental Uncertainty. Previous research 
has shown that it is the ‘perception. of uncertainty, 


rather than actual uncertainty, that has the most ` 


important effect on managerial decision-making 
(Milliken, 1987). In this study, the instrument used 
to measure perceived uncertainty was based on 
Govindarajan (1984). Respondents were asked 
about the relative predictability of five components 
of the organisation’s external environment: cus- 
tomers, competitors, suppliers, regulatory groups 
and technological requirements of the industry. 
These have been identified as important com- 
ponents of an organisation’s external environment 
(Bourgeois, 1985; Govindarajan, 1986). The sum 
of the responses to these five items was used as the 
measure of environmental uncertainty. The re- 
liability coefficient (Chronbach’s alpha) for the 
scale was 0-75. 

Monitoring. As described above, the organis- 
ation’s ability to monitor a manager’s behaviour is 
dependent on the capabilities of its control system. 
A more extensive system generates more infor- 
mation about the activities of the manager, thereby 
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providing the organisation with greater monitoring 
ability. 

Merchant (1982), in an examination of current 
practices in organisational control, separated con- 
trol mechanisms into three categories: (1) specific- 
action controls, (2) results-of-decisions controls, 
and (3) personnel controls. These categories 
formed the basis for measuring the control system 
characteristics of sample firms in this study. 
Specific-action controls were measured with five 
items asking about the extent to which formal 
pre-action reviews, policy and procedure manuals, 
and approval limits for head-count and capital 
expenditures affected decision-making on the job. 
Results-of-decisions controls were measured on 
two different dimensions. First, two items asked 
about the extent to which meetings to review 
decisions and explain variances affected the div- 
ision manager’s decision-making. Second, two 
items asked about the characteristics of the firm’s 
information system, specifically, the level of detail 
in control reports and the frequency of reporting. 
Finally, personnel control was measured with an 
item asking about the extent to which informal 
contacts with superiors affected decision-making. 

Factor analysis was conducted to insure the 
construct validity of the three control categories. 
Table 1 provides the factor loadings for the moni- 
toring scale, after orthogonal rotation (varimax). 
Three factors with eigenvalues greater than one 
were extracted; they corresponded clearly to the 
categories of control mechanisms described above. 
Items for specific action controls and results-of- 
decisions controls each loaded predominantly on 
one factor, as did the personnel controls item and 
the two items measuring information system 
characteristics. Thus, the instrument used to 
measure monitoring ability appears to have had 
adequate construct validity. For subsequent analy- 
sis, sub-scales were created by summing the re- 
sponses to the questionnaire items for each of the 
three monitoring components indicated in the fac- 
tor analysis. In addition, an overall monitoring 
scale was created by summing all the items in the 
instrument. The reliability coefficient (Chronbach’s 
alpha) for the summated scale was 0-79. 


Results 
Preliminary Analysis 


Distribution statistics for all measured variables 
are shown in Table 2. Spearman rank order corre- 
lations between independent variables are shown in 
Table 3. With the exception of the monitoring 
measures, none of the independent variables 
demonstrated significant intercorrelations. 

As expected, the use of PC bonus was wide- 
spread, reported by 66 of 80 subjects (82.5%). PC 
bonus was the dominant form of compensation in 
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Table 1 
Factor Structure of Monitoring Variables 


Specific Action Controls: 
approval limits for capital expenditures 
approval limits for headcount 
pre-action reviews for specific projects 


pre-action reviews for day to day activities 


policies and procedures manuals 
Results of decision Controls: 
formal meetings to review decisions 
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Factor Name 
r Information 
Personnel 


System 


required explanations for variance from plan 


Personnel Controls: 

informal contacts with superiors 
Information System Controls: 

detail in control reports 

reporting frequency of control reports 
Percentage of Variance Explained 


Note: Factor loadings greater than 0-52. 


some cases. The median proportion of PC bonus 
was 40%, with one quarter of the managers in the 
sample reporting bonuses greater than 56% of 
annual compensation. These percentages corre- 
spond to those reported in previous studies (e.g. 
Govindarajan and Gupta, 1985), although they are 
slightly higher. The managers in this sample were 
at the highest corporate level which may have 
positively influenced bonus levels (Kaplan and 
Atkinson, 1989). 


Tests of Hypotheses 

Hypothesis 1 posits a negative relationship be- 
tween monitoring and the use of PC compensation. 
Table 4 shows the bivariate Spearman rank corre- 
lations between monitoring and the monitoring 
sub-scales and the proportion of PC compensation. 


Table 2 





0-847 
0-781 
13-1% 10:2% 


c 
' 


As expected, the correlations are negative and 
significant for each monitoring component and 
also for the summated scale. Thus, the data 
provide support for Hypothesis 1. The greater the 
use of behaviour monitoring, the lower the use of 
PC compensation. ' | 

Hypothesis 2 posits an interaction effect between 
monitoring and environmental uncertainty. It pre- 
dicts that increased uncertainty will be associated 
with greater use of PC compensation only where 
monitoring is low; where it is high, increased 
uncertainty will be associated with greater use .of 
non-contingent compensation. This prediction was 
examined using the following multiplier interaction 
regression model: 


Y =b, + b,X, + b,X, + bXX,+e D 


Distribation Statistics for Measured Variables (n = 80) 


Hypothetical 


Variable 


Proportion of 
performance-contingent 
compensation 

Perceived environmental 
uncertainty 

Monitoring 

Monitoring components: 
Action/decision 
Personnel 
Information systems 


Range 





Actual 


Range Mean 


0-100 43-4 


17-7 
37-3 


11-33 
14—68 


71—47 
1-7 
4-14 


24-8 
4-4 
8-0 


Table 3 
Spearman Rank Order Correlations of Independent Variables (a = 80) 


Variables 1 2 


1. Uncertainty 

2. Monitoring 
Monitoring components: 
3. Action/Decision 

4. Personnel 

5. Information systems 


*p < 0:05 
**p < 0-01. 


—— 


Where 

Y is the proportion of PC compensation 

X, is uncertainty 

X, is monitoring 

XX, is the interaction _ 

The results are shown in Table 5 and provide 
support for Hypothesis 2. As predicted, the inter- 
action effect of uncertainty and monitoring on the 
proportion of outcome-based compensation was 
negative and significant. When monitoring was 
high, greater uncertainty was associated with re- 
duced use of PC compensation. This result does 
not corroborate Eisenhardt’s (1985, 1988) finding 
of a universal negative relationship between uncer- 
tainty and the proportion ‘of PC compensation. 
Rather, it supports the argument that the relation- 
ship between uncertainty and compensation struc- 
ture depends on the level of monitoring within an 
organisation. 

Figure 1 shows a plot of this interaction. End 
points on the plot represent cell means for the 
proportion of bonus-based compensation at the 
indicated levels of uncertainty and monitoring (the 
uncertainty and monitoring measures were di- 
chotomised into above-the-median and below-the- 
median levels). The interaction ‘indicates that, 
when monitoring is high, firms in the sample 
reduced the use of PC compensation significantly 
as uncertainty increased. This provides evidence in 
support of a trade-off between the use of PC 
compensation and monitoring of managerial be- 
haviour. Firms did not incur the cost of monitoring 
and the cost of transferring risk to division man- 
agers through PC compensation. However, when 


6. Additional non-parametric analysis was also performed to 
confirm the reliability of the regression. The sample was split at 
the median of the monitoring measure and the Spearman rank 
correlation between the proportion of performance contingent 
compensation and perceived uncertainty was calculated for 
each subsample. At the high level of monitoring, the correlation 
was r = —(0-41 (p < 0-01), while at the low level of uncertainty, 
the correlation was r = 0:20 (p > 0:05). The difference was 
statistically significant (p < 0-05). Thus, the results are substan- 
tively equivalent. 


— 0-08 
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3 4 5 
—0-12 0-08 —0-06 
0-96** 0-41** 0-50** 


0-31** 
0-18 


0:29" 


monitoring ability was low, continued reliance on 
PC compensation was found. In fact, the use of PC 
compensation increased, presumably to compen- 
sate for the increased risk. 


Table 4 

Spearman Rank Order Correlations Between 
Monitoring Measures and the Proportion of Per- 
formance-contingent Compensation 


Proportion of 
Performance- 
contingent 
Compensation 


Monitoring —0-454** 

Monitoring Components: 
Action/decision 
Information system 
Personnel 

two-tailed significance 

**p <0-01. 


—0-410** 
—0-298** 
—0-267* 


Table 5 

The Effects of Monitoring and Uncertainty on the 
Proportion of Performance-contingent Compen- 
sation 


Dependent variable: Proportion of Performance- 
contingent Compensation 
Model F-statistic = 10-88**; R-square = 0:30 


Standard 
Error 


41-02 
1-11 
2:05 


Coefficient 
Estimate 
25°75 
0:77 
3-67 


Variable 
Intercept 
Monitoring 
Uncertainty 
Interaction: 
Monitoring x 
Uncertainty 
*p < 0-05. 
**p < 0-01, 


t-statistic 


0-63 
0-69 
1-79 


—0-12 0-06 —2:04* 
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46.9 (n=17) 
37.7 (n=19) 
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Figure 1 
Interaction Plot of the Effects of Monitoring and Uncertainty on Proportion of Performance-Contingent 
Compensation 


€— High Monitoring 
28.5 (n=21) 


Note: End points on this interaction plot represent cell means for the proportion of performance 
compensation at the indicated levels of the predictor variables. ) 


Discussion 


This study has examined the determinants of 
compensation structure for division managers in a 
sample of large US corporations. Results indicated 
a clear negative relationship between behaviour 
monitoring and the use of PC compensation. Fur- 
thermore, behaviour monitoring was found to 
moderate the relationship between environmental 
uncertainty and the use of PC compensation. In 
low monitoring firms, higher levels of uncertainty 
were associated with increased use of PC bonus; 
in high monitoring firms, higher levels of ‘uncer- 
tainty were associated with decreased use of PC 
bonus. 

These results support agency arguments that 
compensation structure is determined at least in 
part by concerns for economic efficiency (Holm- 
strom, 1979; Shavell, 1979), and that non-contin- 
gent compensation (e.g. salary) provides greater 
efficiency for firms with monitoring ability 
(Baiman, 1982; Eisenhardt, 1985). The negative 
relationship between behaviour monitoring and 
PC compensation suggests that organisations trade 
off the cost of investment in monitoring ability 
with the cost of risk transfer through PC compen- 
sation. Investments in behaviour monitoring sys- 
tems (e.g. supervisory hierarchies, budgets, 
variance measurements, etc.) make risk-sharing 
and the payment of risk premiums redundant and 
inefficient. Similarly, the practice of paying risk 





fad 


premiums results in little or no behaviour monitor- 
ing capability, thereby perpetuating reliance on 
outcome control and the continued use of risk 
premiums. Since each’ type of control is in- 
dependent of the other and achieved only at 
significant cost, organisations will attempt to 
avoid duplicating the resources devoted to control 
by emphasising one control strategy over the 
other. C, | 

Results of the moderator analysis provide ad- 
ditional insight into the relative costs of each 
control type. These data showed that monitoring 
firms facing high environmental uncertainty 
relied less on PC compensation. Since higher 
uncertainty requires additional investments in 
control, these investments must have taken the 
form of increases in behaviour monitoring. Thus, 
it appears that, once a behaviour monitoring 
system is in place, it is more efficient for an 
organisation to add to its monitoring ability as 
control needs increase than to increase its reliance 
on PC compensation and risk sharing. Conversely, 
for firms with low monitoring ability, increased 
uncertainty means a higher risk premium, but 
this incremental cost is likely to be far less burden- 
some than the cost of installing a behaviour- 
monitoring system, at least for the range of 
uncertainty examined here. Thus, this study pro- 
vides evidence that particular control strategies 
are perpetuated as a result of economic incentives 
and disincentives. 
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Limitations and suggestions for future 


A number of methodological limitations of this 
study should be noted. First;common-method bias 
from self-report data may lead to overestimates of 
relationships. Moderator analysis, however, serves 
as a partial control over common-method bias 
since there is no a priori reason to expect that 
differences in the correlations of two variables 
across levels of a third variable would be attribu- 
table to common-method bias (see Schrieshetm 
and DeNisi, 1981, footnote 2; Kerr and 
Schriesheim, 1974). Second, while non-response 
bias may have distorted results, its effects could not 
be estimated given the need to maintain the guar- 
antee of respondent anonymity. Telephone calls 
and follow-up contacts, however, resulted in a 
relatively high response rate (52%) and may have 
mitigated this problem. Third, because the respon- 
dent sample was drawn from the highest levels of 
their respective corporate hierarchies, generalising 
to managers at lower levels. must be done cau- 
tiously; it is quite possible that other variables 
influence compensation structure at other levels. A 
final limitation, shared with other correlational 
studies, is that these results are open to alternative 
interpretations. Cross-sectional analysis does not 
provide confirmatory evidence of causal relation- 
ships. 

Regarding directions for future research, factors 
not included in this study may also affect the design 
of compensation systems and may provide import- 
ant insights into how such decisions are made. For 
example, systematic differences in compensation 
system design may derive from differences in or- 
ganisational or strategic objectives. Merchant 
(1989), for example, studying control and compen- 
sation systems in several s described 
one firm’s strategic orientation as ‘... we consider 
opportunities for ñew business as more important 
... than managing what we’ve got’. It may be that 
in motivating managers to adopt such an orien- 
tation, concerns ovër the efficiency of compen- 
sation and control would be subordinated to the 
need to stimulate aggressiveness and risk taking. 
As expected, Merchant (1989) found that this firm 
relied on rigid, quantitative evaluation of its profit 
centre managers (i.e. outcome-based compen- 
sation). Kerr (1985); Lorsch and Allen (1973), Pitts 
(1974) and others have made similar arguments 
based on the need to maintain consistency between 
strategy and structure. 
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Appendix A 
List of Industries Included in the Sample 
. Number of 

Industry f Respondents 
Food and Kindred Products. - 4 
Tobacco Products 2 
Lumber and Wood Products 1 
Furniture and Fixtures 1 
Paper and Allied Products . 11 
Printing and Publishing 2 
Chemicals 17 
Petroleum Refining Í 1 
Rubber and Plastic Products 4 
Stone and Concrete Production ` 2. 
Primary Metal Industries 2 
Metal Fabrication 5 
Commercial Machmery 11 
Electrical Equipment 8 
Transportation Equipment 6 
Photography Equipment 3 
Total 80 


Appendix B 7 


Abbreviated Research ‘Questionnaire 
Compensation System 

Q1. What is the maximum bonus to which you are entitled 
as a percentage of your annual compensation? (Please CIRCLE 
the percentage.) 

Q2. What percentage of your bonus is subjectively deter- 
mined, rather than determined using a pre-specified formula? 
(Please CIRCLE the percentage.) 


Uncertainty 


Q1. How predictable is each of the following factors in the 
operations of your division? (response anchors: | = very unpre- 
dictable, 7 = very predictable) 


1. customers 

2. suppliers { 
3. competitors I 
4. governments/political ` 

5. technological 


Monitoring 


Ql. To what extent do the following items affect your 
decision-making on your job? Capen anchors: | = very little, 
7= a great deal) 

. approval limits for capital expenditures 

. approval limits for headcount 

formal meetings to review your decisions 
informal contacts with your superiors 
required explanations for variance from plan 
. pre-action reviews for specific projects 
pre-action reviews for day-to-day activities ` 

. policies and procedures manuals 


Q2. How much detail is included in control reports to 
managers at your superior’s level, such as reports showing 
budget and actual data? (response anchors: | = aggregated, 
summaries only; 7 = highly detailed, breakdown by unit and 
task) 

Q3. What is the reporting frequency of control reports to 
managers at your superior’s level, such as reports showing 
budget and actual data? Please CIRCLE one description. 
(responses = daily, weekly, biweekly, monthly, quarterly, 
longer) 
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Management Accounting’s Diminishing 
Post-Industrial Relevance: Johnson and 


Kaplan Revisited 


John Lowry* 


Abstract—Johnson and Kaplan (1987) claim that management accounting’s minimal post 1925 development reduces 
the relevance of traditional techniques to today’s giant corporations. Their argument does not draw on the structural ` 
and micro-economic consequences of technological change this century. An alternative explanation of technical 
stagnation lies in the rising dominance of small service firms. Economic exchanges through the market place have 
increased relative to the volume of exchanges within large hierarchies. The conventional focus of management 
accounting research and teaching is problematic because of a fundamental! misconception of the location and nature 


of accounting and other work. 


Considerable research into the historical develop- 
ment of management accounting focuses on the 
relationship between management accounting and 
innovations in large manufacturing firms. Service 
firms seldom feature in management accounting 
histories (Lowry, 1990). This focus is defensible, 
but only if historians maintain a balanced perspec- 
tive on trends in the relative economic importance 
of organisations within various industrial cat- 
egories. Johnson and Kaplan (1987) is, perhaps, 
the most cited recent study of the development of 
management accounting. Aspects of it are contro- 
versial, particularly the recommendations for im- 
proving current practice. The first six chapters have 
been accepted to be a careful and valuable review 
of the development of management accounting to 
1925 by some (Noreen, 1987; Solomons, 1987), but 
challenged by others.! Nevertheless, the premise 
that management accounting practice has under- 
gone little development since 1925 is probably well 


*Lecturer, Department of Commerce, University of 
Newcastle, NSW, Australia. The author acknowledges the 
helpful comments made on earlier drafts by C. R. Emmanuel, 
F. L. Clarke, R. J. Craig, J. R. Edwards and two anonymous 
referees. 

Johnson and Kaplan’s position is that 1880 to 1925 was the 
period of most rapid development in management accounting 
practice. In view of the review and extension of the historical 
literature by Edwards and Newell (1991), it seems that the 1880 
to 1925 period is better described as an interval within which 
cost accounting knowledge was more widely disseminated 
through public literature and within which some technical 
refinement took place, for example, the linking of standard 
costs and formal variance analysis. There is extensive evidence 
that by 1850 the integration of cost calculations and accounting 
systems was in place as was the careful use of cost management 
records even where they were not integrated with the general 
ledger. 


accepted (Garner, .1968, p. 221; Otley, 1985, pp. 
4-5). 

Whereas management accounting histories have 
had a manufacturing focus, researchers have ac- 
knowledged that the size of the service sector has 
been increasing in developed nations this century, 
particularly since World War II (Schoenfeld, 1980; 
Solomons, 1987). Post-industrial economies (Bell, 
1973) are perceived to have advanced through 
centralised manufacturing activity after the indus- 
trial revolution until manufacturing ceased to con- 
stitute the predominant economic activity. Yet 
reference to the process of de-industrialisation, its 
causes and effects, has little prominence in Johnson 
and Kaplan’s account of management account- 
ing’s development over the last 100 years.” This 
omission may lead to a possible mis-characteris- 
ation of enterprise forms in modern developed 
economies, and evoke a crude assessment of the 
status and developmental neéds of management 
accounting. Recourse to the macro-economic and 
micro-economic causes and effects of the service 
economy phenomenon provide supplementary evi- 
dence for doubting the continuing relevance of 
existing management accounting theory and re- 
search. The necessary restructuring invited by 
those effects conflicts with Johnson and Kaplan’s 
analysis and prognosis. 

The first two sections of this paper evaluate the 
processes resulting in the growth of the service 
sector. They provide an account of changes in the 





2Johnson and Kaplan do make brief reference to the possi- 
bility that recent reductions in the costs of using markets may 
produce down-sizing (p. 118) and to the conditions under 
which smaller organisations might be more successful than 
large firms (pp. 205-206). 
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characteristics of internal organisation. In the third 
and fourth sections, Johnson and Kaplan’ s analy- 
sis of the relationship between economic develop- 
ment and management accounting change and 
their recommendations fot improvement are re- 
viewed and relocated in a setting of organisational 
and economic processes different from those they 
envisaged. 


Service sector growth: economic causes and 
effects 


Until recently economic rhecarch has seldom 
focused on the nature of the economic changes 
involved in the growth of service sectors (Giaraini, 
1987; Nusbaumer, 1987). Value was perceived to 
be embodied in goods, Services were regarded as 
ephemeral. Indeed, the notion of services evoked 
an image of consumption services (for example, 
medical and recreational services) delivered by 
suppliers to individuals. In accordance with En- 
gel’s Law of income elasticity, tertiary sector 
growth was perceived to be a reflection of deca- 
dence accompanying increased affluence within 
developed Western economies.’ 

Recent economic research has revealed that the 
growth of services is evident within all national 
developmental categories and reflects fundamental, 
productive aspects of technological change. The 
constructive basis of this trend is reflected in 
favourable relationships between GDP and em- 
ployment. ‘Service industry’ describes a diverse 
range of activities likely to vary in their potential 
utilisation of management accounting knowledge. 
Several industries are particularly prominent in 
relation to employment share, capital investment, 
and hence, likely continuing growth. A notable 
feature of the relative size of tertiary sector indus- 
tries is the prominence of intermediate, vis-à-vis 
consumer, service producers. The emerging mix is 
indicative of changes in the micro-economic organ- 
isation of enterprise as a result of technology- 
driven changes in) the nature of demand and 
supply. That change has implications for the 
restructuring of management accounting. 


Macro-economic Importance and Sub-Sectoral 
Makeup* 


World-wide macro-economic data for 1981 
show that growth in services cannot be dismissed 


3Engel’s Law predicts that the consumption of ‘superior’ 
goods and services (whose consumption is highly desirable 
without being necessary to sustain less affluent lifestyles) will 
increase on an accelerated basis as disposable i income increases. 
Engel’s prediction assumes constant real prices. In the event, 
this effect has not been significant in the expansion of service 
activities as the real cost of labour-intensive consumer services 
is correspondingly higher in more developed nations (Bhagwati, 
1987, pp. 10-21). 

‘Unless otherwise specified, data presented in this section 
were drawn from Riddle, 1987, pp. 83-104, 
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as unproductive, or associated with low-value em- 
ployment. The service sector dominates virtually 
every national economy regardless of whether 
GDP or employment share is used to indicate 
economic activity. Even the newly industrialising 
countries have average GDP shares of services at 
64 per cent and manufacturing at 21 per cent. 
Within industrial economies, both GDP and em- 
ployment shares of services and manufacturing 
average 66 per cent and 27 per cent, respectively. 
Over the period 1977-81 in developed economies, 
growth in services employment produced a much 
greater proportional increase in sectoral GDP 
(9.28 times) than manufacturing (1.54 times). 

The conventional statistical delineation of sub- 
sectors within the service sector reveals industries 
likely to have widely different organisational 
characteristics and management accounting re- 
quirements. The International Standard Industry 
Classification includes (as service industries) the 
following groupings: Utilities. Construction; 
Transport and Communication; Wholesale and 
Retail Trade; Business Services; Public Adminis- 
tration; Community, Recreational, Personal and 
Other Services. In relation to the (average) 66 per 
cent of developed-nation GDP contributed by 
services, the three categories of Wholesale and 
Retail Trade, Business Services, and Public 
Administration contribute 14 percentage points 
each—nearly two-thirds of the entire service con- 
tribution. Business services, also called producer 
services, covers: banking, insurance, real estate, 
advertising, accounting, law, et av. 

Consequently, those inquiring into the tertiary 
sector would be well served by paying particular 
attention to business services, trade, and public 
administration on grounds of GDP share. The 
attention due to business services is also supported 
by data on capital investment. Proportional gross 
fixed capital formation in services in 1981 was large 
(services, 66 per cent; manufacturing, 20 per cent) 
and unequally distributed amongst sub-sectors. 
Producer services received half the capital invest- 
ment devoted to services. Utilities, Construction, 
and Transport and Communication received most 
of the balance. 

The stability of proportional employment in 
manufacturing this century contras<s with the large 
and important changes in services employment 
(Maddison, 1980; 1982). Relative employment in 
manufacturing virtually reached a plateau prior to 
the start of the century—the mid-point in the 
period of cost accounting’s most rapid develop- 
ment and/or widespread dissemination. This is 
most noticeable in the advanced economies of the 
UK and the US. For instance, in the UK, indus- 
trial employment’ increased significantly from 30 


‘Defined by Maddison (1980, 1982) to include manufactur- 
ing, mining, utilities and construction. 
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per cent in 1820 to 42.3 per cent in 1870. Little 
relative increase occurred thereafter: industrial 
employment reached 46.5 per cent in 1950 and 
declined to 39.4 per cent by 1976. 


The Ascent of Intermediate Services 


Accountants are concerned with micro-econ- 
omic organisation and innovation, that is, facilitat- 
ing control at the level of the individual firm. In 
that context, Gershuny’s data on the UK labour 
market (1987, pp. 105-124) are germane to the 
organisational implications of the macro-economic 
conditions noted in the previous section. Gershuny 
utilises an occupational x sector-of-origin matrix to 
reveal changes in the way in which labour is 
recruited, either through market or hierarchy, and 
the technological and professional profile of the 
labour market (see Table 1). 

It is apparent that ‘manual labour’ (column A) 
is being displaced in favour of ‘educated workers’ 
(column B) who provide or maintain technological 
innovations or their supporting infrastructure. The 
relative demand for manual workers has declined 
between 1951 and 1980 by 18.2 percentage points 
to 39.8 per cent of total employment (cell A5). The 
most significant decrease is in respect of manual 
workers within manufacturing and primary indus- 
tries (cell A1)—this cell discloses a drop of 14.9 
points to 22.6 per cent of UK employment. These 
data provide aggregative corroboration (for thirty 
years) of Johnson and Kaplan’s observation that 
direct labour has become progressively less signifi- 
cant as a production expense over the course of this 
century (1987, Ch. 8). 

But Johnson and Kaplan may be overlooking 
the point made here. Increasing indirect cost is 
linked to a strong trend for educated information 
workers to be employed by service firms operating 
through the market place rather than employed 
within the hierarchy of manufacturing firms. In 
either case, the costs associated with the utilisation 
of this skilled labour would largely be accounted 
for by manufacturers as administrative or manu- 
facturing overhead. Table 1 shows a 10.9 percent- 
age point increase (to 37.3 per cent) in relative 
employment of intermediate service workers in- 
cluding managers, professionals, clerks and trans- 
port officers (cell B5). Nearly half the proportional 
increase has occurred within intermediate service 
firms (5.2 percentage points—cell B2), although 
even the 1.7 percentage point increase within pri- 
mary and manufacturing firms (cell B1) is signifi- 
cant relative to its smaller base. This evidence is 
corroborated by the observation that managers, 
professionals, and para-professionals constitute a 
higher proportion (37.7 per cent) of staff in Aus- 
tralian service firms than in Australian manufac- 
turing enterprises (14.7 per cent) (Lowry, 1990, 
p. 169). Gershuny asserts that UK employment 
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patterns are indicative of US employment trends 
(1987, pp. 113-114). > 

Displacement of manual workers by skilled in- 
formation workers is, primarily, responsible also 
for the changing relative importance of different 
industry groupings. Over the 30 year period to 
1980, the employment contribution of manufactur- 
ing dropped from 44.8 per cent to 31.9 per cent 
(column E). Producer and non-marketed services 
employment rose from 32.1 per cent to 35.7 per 
cent and from 12.1 per cent to 19.8 per cent, 
respectively (column E). Economists identify in- 
creased educational’ ‘expenditure and emphasis as a 
prime explanation. of 20th century economic 
growth (Van Der Wee, 1987, pp. 169-174).° 
Johnson and Kaplan, however, do not note that 
complementary changes in education and technol- 
ogy have increased the economic importance of 
services. 


Résumé 


‘In contrast with services growth this century, by 
1900 the level of employment in manufacturing 
industry had reached current relative employment 
levels. The archetypal private sector employee and 
firm in advanced economies has changed this cen- 
tury from factory worker in manufacturing to 
professional or technical employee in a service 
organisation. The continued growth of the service 
sector is not a manifestation of national economic 
maturity and attendant consumerism. On the con- 
trary, business services are more prominent in 
developed economies. Along with service indus- 
tries providing socioeconomic infrastructure, 
business service firms are receiving a very high 
proportion of new capital expenditure, and in- 
creased labour and capital input into services has 
had a significant favourable effect on sectoral and 
national GDP. Despite this pervasive shift in the 
location of economic activity, there 1s little appar- 
ent change in the focus of management accounting 
research or teaching. 


> 
( 


Changing technology and market efficiency 


Technological advance is foremost amongst the 
interdependent explanatory factors for changing 
economic structure. Freer international trade, or- 
ganisational size and institutional constraints have 
also played a part. Whereas‘ increasing real in- 
comes in the post-war period (Maddison, 1980, 
p. 46) have not added significantly to final demand 
for services, they have resulted in a broadening of 
international demand for consumer goods (Pinder, 
1976, p. 344). Under the influence also of freer 
international trade and investment, converging 
life styles, and consumption patterns (Youngson, 


Van Der Wee asserts that this trend began in earnest around 
1920. 
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1976, p. 177), manufacturing has increased in 
technological complexity and become more inter- 
nationalised than previously. Whereas Riddle's 
(1987) data suggest that the prominence of manu- 
facturing employment in the newly industrialising 
nations is exaggerated, expanded markets, mobile 
technology and capital have resulted in a signifi- 
cant degree of export of manufacturing activity 
away from North America in the post-war period 
(Hormats, 1980, p. 6; Van Der Wee, 1987, pp. 
211-213). Consequently, producer services (often 
still locally sourced) have expanded throughout the 
developed and developing world. 

Gershuny suggests there are two technology 
related waves to the specialisation of labour (1987, 
pp. 110-112). The first produced the familiar 
movement into manufacturing hierarchies with 
highly developed divisions of labour, including 
indirect labour, as the outcome. This process is 
familiar to management accounting historians and 
the subject of analysis by them (Johnson and 
Kaplan, 1987, Ch. 9). Beyond some level of techno- 
logical complexity, however, the necessary degree 
of specialisation to maintain optimum competency 
cannot be sustained by a professional or a tech- 
nician within any one manufacturing hierarchy. 
Within the second wave of labour specialisation 
there is a reversal of the usual from-market -to -hi- 
erarchy flow of the benefits from economies of 
scale. According to Gershuny: 


.. high levels of occupational division and 
specialization within manufacturing industry, 
are followed by a reconcentration of component 
occupations into specialized producer service 
industries. We move back, in some cases at least, 
to the situation where the firm employs just one 
particular sort of labour; different firms contrib- 
ute different components of the overall pro- 
duction task (1987, pp. 111-112). 


Gershuny’s data and his interpretations thereof 
are supported by evidence of the characteristically 
small size of service firms (Lowry, 1990, pp. 
167-168) and the structure of professional service 
firms (Mills, 1986, pp. 157-177). The vast majority 
of service firms in developed nations employ less 
than 100 persons and provide most of the employ- 
ment positions within the tertiary sector. Mills 
found a comparative lack of functional specialis- 
ation within professional service firms. In these 
enterprises specialisation is more likely to occur at 
the firm, rather than work-group, level. That is, 
clients are serviced by relatively self-sufficient 
individuals or by small work groups most of 


"Several reviewers have sought an explanation of the ostensi- 
ble success of international accounting firms in view of the 
above assertions. Accounting firms are mostly small. Large 
accounting firms are an exception utilising economies of scope 
and geographic diversity to complement the size and geographic 
spread of their clients. 
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whom have about the same level of knowledge 
and specialisation.’ i 

This evident retreat‘ from: hierarchies has not 
been accomplished solely by virtue of the second 
wave of labour specialisation. Increased market 
efficiency has been ‘a significant factor, too. In 
neo-classical economics the supreme ascendency 
of the market—pure competition—requires no 
barriers to entry, perfect knowledge, and zero 
transaction costs. Conversely, Williamson’s mar- 
ket failures framework explicates the disadvan- 
tages of the market, given recurring exchanges, 
under more realistic conditions of imperfect 
knowledge of the extent of opportunism (if any) by 
suppliers, information asymmetries, and non-triv- 
ial transaction costs (1975, 1985). Information 
technology, particularly the electronic trans- 
mission of data, lowers the cost of purchased 
services. Professionalisation of service occupations 
enhances the reliability of market knowledge and 
reduces monitoring costs. 

Information technology increases the pro- 
ductivity of service firms. Traditionally, office. 
efficiency has been regarded as ‘below’ that of 
production activities, primarily because of lower 
capitalisation (Rada, 1987, p. 153). This lower 
base, coupled to the apparent catch-up of invest- 
ment in services (Riddle, 1987, p. 89; Rada, 1987, 
p. 132 and p. 134), partly explains why professional 
offices appear to have been successful in providing 
cost effective external services, despite the extra 
transaction costs of. outside services. External 
providers of specialist advice cannot rely on infor- 
mal methods of communication (for example, con- 
versation) as much as professional and managerial 
staff within hierarchies may. In relation to the 
scope and duration of a relationship, letters, con- 
tracts and written documents generally will feature 
more prominently in the relationship between ex- 
ternal specialists and client organisations than in 
the relationship between the organisation and its 
own senior staff. Accordingly, technological ad- 
vances facilitating formal communication (per- 
sonal and portable computers; facsimile machines, 
computer software, and photocopiers)’ are of par- 
ticular benefit to professional service firms. Simi- 
larly, external providers of advice, to some extent, 
will be better placed to invest cost efficiently in 
specialised software and other technology. Conse- 
quently, the comparative advantage of external 
service providers appears likely to have increased 
over recent decades through a reduction in the 
costs of formal communication and, perhaps, 
through economies of scale in the use of infor- 
mation technology. 

‘Market transparency’ also is likely to have 
contributed to the comparative advantage of 





*Photocopiers were not invented until 1950 seas Der Wee, 
1987, p. 225). 
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external service provision. Hard data on this 
point are not available. Nevertheless, casual 
observation encourages the view that major im- 
provements this icentury in both communication 
and transportation (facilitating face-to-face com- 
munication) would have enhanced the capacity of 
firms to recognise the extent and quality of services 
available in the market. There also is the increasing 
prominence of continuing professional education 
over recent decades, and the promotional self- 
interest of occupational — of service 
professionals. 

In evaluating the impact of information asym- 


metries and professionalisation, it is pertinent to ` 


consider the relative propensity of suppliers of 
different products to engage in self-interest-seeking 
with guile. The professional status of many suppli- 
ers (and their staffs) affects the behaviour norms 
applying in the conduct of transactions with cus- 
tomers. Professional associations require their 
members to comply with rigorous standards of 
behaviour, particularly regarding opportunism at 
the expense of clients. Highly: educated staff are 
conditioned by their tertiary education and pro- 
fessional training to provide consistently high 
quality service. Reputation is a crucial factor in 
the success or failure of any business service 
firm. Risking that reputation in a competitive 
environment, in return for short-term gain, 
would be foolhardy. Opportunism with guile is 
less likely under these circumstances than it is 
from a sole component: supplier faced with 
original contract negotiation or subsequent 
renegotiations. 


Résumé 


Since the end of the period of management 
accounting’s most rapid development (pre-1925), 
and especially since -World War H, there has 
been an internationalisation of manufacturing 
and technology. This era is characterised by the 
convergence of real incomes, consumption pat- 
terns, and demand for intermediate services 
among developed and developing economies. A 
second, technology related wave of labour special- 
isation lies behind the ascent of business service 
firms. The splintering of goods’ from services 
(and vice versa), facilitated by interdependent 
advances in the efficiency of services and the 
transparency of’ the market, characterise the 
second wave. Small, specialised service firms 
have thrived. Social processes, notably profession- 
alisation, have/contributed to the lifting of the 
efficiency of market exchanges vis-à-vis economic 
exchanges within hierarchies. This invites a 
closer examination of the consequences of, and 
desirable responses to, Johnson and Kaplan’s in- 
complete recognition of the effects of technological 
change. 
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Johnson and Kaplan revisited 


Johnson and Kaplan suggest that management 
accounting theory fails to reflect the technology 
and environment of modern firms (1987, p. 3). 
They attribute this omission to the influence of 
financial accounting (arbitrary cost allocation), 
single product models in textbooks, and the failure 
directly to ground research in the activities of 
modern firms. In making their criticism, they are 
selective in their recognition of technological and 
environmental changes. Further, the model of ‘en- 
terprise’ they utilise as representative of the ‘mod- 
ern firm’ is worthy of closer examination. 
Accordingly, it is possible to discern additional 
factors to those put forward by Johnson and 
Kaplan for the seemingly diminishing relevance of 
management accounting. These factors are comp- 
lementary to Johnson and Kaplan’s and thus invite 
questions regarding the desirable future directions 
that management accounting research ought to 
take and, in particular, the point at which it might 
take off from Relevance Lost. 


Markets, Hierarchies and the Confluence of Cir- 
cumstances 


Consider first the impact of technology, the 
mechanism by which input is turned into output 
(Etzioni, 1961). It has constituted a major influence 
in the development of management accounting. 
Generally, this influence has been through in- 
creases in the role of organised labour and, there- 
fore, increases in the need to measure gains or 
losses from non-market transactions. For example, 
the introduction of the steam engine, and concomi- 
tant capital accumulation and economies of scale, 
produced conditions conducive to economic gain 
through hierarchical organisation and specialis- 
ation of labour. The growing strength of 19th ` 
century equity and finance markets facilitated the ` 
funding of capital asset acquisitions. That impetus 
is an early example of the impact of a service 
activity on manufacturing organisations. Similarly, 
the rise of integrated manufacturing and distri- 
bution groups and mass marketeers was facilitated 
by improvements in further service activities, in 
particular, communication and transport. 

Each of the above technological innovations 
contributed to a movement out of the market into 
hierarchies, a movement partly due to the increas- 
ing relative efficiency of that form of enterprise. 
Opportunities for gain were transferred into pow- 
erful corporations and from market-reliant (and 
less powerful) individuals. Management account- 
ing became important as prices were no longer + 
necessary and sufficient for decision making (John- 
son and Kaplan, 1987, p. 23). The efficiency of 
intermediate production requires assessment with- 
out access to the authoritative arbitration of a 
market price. Whereas other mechanisms for 
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control were available (Ezzamel et al., 1990) for 
Western corporations, accounting became increas- 
ingly important in monitoring the work of em- 
ployees and in non-market co-ordination and 
resource allocation. This role is exemplified in the 
use of return on investment measures by the Du 
Pont corporation (Johnson and Kaplan, Ch. 4). 

The most obvious application of management 
accounting for facilitating control occurs where 
operational means-ends relationships are clear-cut 
(Emmanuel and Otley, 1985, pp. 74-82). Otherwise 
the association of input with output, ex ante or ex 
post, is problematical. The high direct cost technol- 
ogy of circa 1900 lent itself more readily to clearly 
defined means-ends relationships. 

Coincidence of this state of technology with the 
related rise of scientific management was a water- 
shed. That coincidence contributes greatly to an 
understanding of why so much of existing manage- 
ment accounting practice appeared to become 
widely disseminated over the period of several 
decades ending around 1925 (Parker, 1986). Since 
1925 technological change has resulted in a re- 
duction in the proportion of resources directly 
devoted to production. Most importantly, the blur- 
ring of means-ends relationships has increased. An 
increased proportion of costs is thereby ‘managed’ 
(discretionary) rather than ‘operational’ (unavoid- 
able). Johnson and Kaplan’s response is to advo- 
cate the tracing of indirect costs to cost drivers, to 
the activities that cause costs to be incurred. But if 
the driving activities are non-routine, multiple, and 
interactive, the feasibility of their tracing is highly 
questionable. Johnson and Kaplan’s tracing is 
caught in the ‘cause and effect’ trap, a trap at least 
as ineluctable as the cost allocations of which they 
are so derisive. 


The ‘Modern Firm’ and Management Accounting 


Johnson and Kaplan’s emphasis on tracing as 
many costs as possible to final products is driven 
partly by their contestable interpretation of the size 
and structure of the ‘modern firm’. What they 
envisage is atypical. Contrary to their perception, 
the modern enterprise is not typically a very large, 
integrated, manufacturer-distributor. McGill’s 
Myth of the Megafirm (1988, pp. 38-55) debunks 
the idea that such an enterprise is typical of 
American corporate activity. Unquestionably 
some firms, with high public profiles, have grown 
to an enormous size according to all measurement 
criteria. These corporate giants have made a 
greater than proportional (to employment shares) 
contribution to the development and international 
dissemination of the post-war technological ad- 
vances referred to in this paper (Van Der Wee, 
1987, pp. 200-213). The efficient operation of these 
companies, and the assistance available from man- 
agement accounting theory, therefore, are topics of 
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social and academic merit. Nevertheless, the 
business services firm, providing highly infor- 
mation intensive assistance to other enterprises 
through the market place, is currently the ascen- 
dant enterprise form. 

It is as much the change from the dominant 
manufacturer to the dominant service provider as 
any factor identified by Johnson and Kaplan, 
which challenges the relevance of management 
accounting as we know it through journal litera- 
ture, texts and business curricula. The tracing of 
costs to the multiplicity of products sold by 
large companies may be less crucial than a de- 
termination of the role of management account- 
ing in facilitating the control of managed costs 
incurred by either manufacturers or service 
firms. 

Possibly, there are grounds for believing that 
management accounting has some role to play in 
service firms. Despite a return to reliance upon the 
market, the organisational processes of modern 
service firms contrast with those of the generally 
smaller, usually agrarian, businesses typical of the 
period up to the late 19th century (Solomons, 1968, 
p. 18; Chatfield, 1974, p. 160). Whereas modern 
service enterprises are, on average, smaller than 
manufacturing firms, they conduct a significant 
proportion of their transactions within their own 
diminutive hierarchy. This is particularly so for 
labour-intensive professional service firms. That, 
and the complexity and costliness of modern tech- 
nology, contrast sharply with the operations of 
typical 19th century non-industrial artisan groups 
identified by Solomons and Chatfield. 

One point of difference between manufacturing 
and service enterprises is their reliance upon feed- 
back and feedforward controls. The former are the 
more useful where outputs can be quantified and 
control of sizeable units is required. In addition to 
the high proportion of indirect.costs under today’s 
technology, many service businesses have non- 
standard output and non-routine technology;’ this 
is indicative of low means-ends knowledge, and 
thus of the conditions under which efficiency as- 
sessment is problematical. The'roles management 
accounting plays in service firms are likely’? to be 
assessed as relatively less concerned with efficiency 
measurement than is the case in manufacturing. In 
contrast, feedforward controls are directed at 
coping with technological and i environmental un- 
certainties. There are (Lowry, 1990) possible ac- 
counting adaptations to uncertainty. These include 
a review of management accounting’s behavioural 
assumptions, the importance of various uses of 


?As problem solving intervention in the affairs of clients (Le. 
service) is the main product of many tertiary sector firms, in 
these cases it is meaningless to distinguish between technology 
and output. 

‘Both theoretical and empirical work on management ac- 
counting in service firms are in their infancy. , 


176 


budgets, the utility of decision models for struc- 
tured decision making;.and the focus of research 
into the organisational context of management 
accounting. i 


Academic and professidnal implications 


Changes this century in the nature of work and 
the institutional framework within which it is done 
seem to have left management accounting technol- 
ogy behind. Empirical evidence on changes in 
employment patterns encourages the view that 
there has been a reconstitution of work towards 
information provision roles and away from direct, 
repetitive manual procedures capable of being 
subjected to the disciplinary power (Ezzamel et al. 
1990) of accounting norms. The seeming incom- 
patibility of this heretical view with several co- 
incident or continuing phenomena requires expla- 
nation. If it is not a heresy, how is it that there also 
has been buoyant demand for qualified accoun- 
tants over the last decade?’ Also, how is it that 
continuing pressure appears to:be placed for disci- 
plinary control as evidenced by corporatisation, 
the stress on accountability, and other forms of 
rationalism? 

The strong demand for accountants coincides 
with academics lamenting the lack of progress in 
management accounting thought and the irrele- 
vance of existing theoretical knowledge as conven- 
tionally presented to undergraduates (Otley, 1985; 
Scapens, 1985; Johnson and Kaplan, 1987). If we 
assume that the employment market is not reward- 
ing unproductive skills, it then appears that at least 
some existing theory is appropriate, or practising 
accountants are able to adapt skills and knowledge 
to suit existing conditions. 


Accountants in the Workplace and the Myth of 
Calculative Sophistication 


One starting point in resolving these paradoxes 
lies in the distribution of accounting employment 
across industries. The industrial employment pat- 
terns of members of the Australian Society of 
Certified Practising Accountants (ASCPA) is in- 
dicative of Australian employment patterns of 
accountants in commerce and industry. ASCPA 
members comprise 85 per cent of the 52,241 profes- 
sionally qualified,,non-public-practice accountants 
(‘commercial accountants’) in Australia.'* Around 
81 per cent of commercial accountants work out- 
side of manufacturing. Such accountants are less 


+ 

Tn at least Australia (Avigdor, 1988) and the US (Inman 
et al., 1989), and probably in the UK too. 

Excluding those retired. Professionally qualified refers to 
membership of either The Institute of Chartered Accountants 
in Australia or the ASCPA. These data, and all other regarding 
the employment patterns of accountants in Australia, were 
extracted from,ASCPA, 1991. 
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likely to describe their primary job function as 
management accounting than manufacturing ac- 
countants are. Forty-three (43) per cent of accoun- 
tants in manufacturing describe their primary job 
function as management accounting. Across all 
industry sectors 27 per cent of commercial accoun- 
tants so describe their primary job function. 

There is also a marked contrast between econ- 
omic sectors in the age profiles of accountants and 
a lesser contrast in employer size profiles between 
sectors. Manufacturing and finance”? sub-sectors 
are much heavier employers of young commercial 
accountants than other sub-sectors. Respectively, 
44 and 41 per cent of accountants in these sectors 
are aged under 35 years. In the trade and other 
services areas'* the corresponding figures are 29 
and 30 per cent. Most commercial accountants in 
Australia work in firms that could not be described 
as large. Overall, two-thirds of these accountants 
work in firms employing less than 1,001 employees 
(manufacturing: 68 per cent), one-third in firms 
employing less than 101 employees (manufactur- 
ing: 29 per cent), and one-quarter in firms with less 
than 51 employees (manufacturing: 18 per cent). 

These data can be interpreted to support the 
view that accounting for internal decision making 
is conceived of too narrowly. The textbook image 
of management accounting (and the exhortations 
of Johnson and Kaplan) may aot be congruent 
with the work settings and work roles of actual 
accountants, at least according to the Australian 
profile. But there are reasons to believe Johnson 
and Kaplan are at odds with the US profile too. 
Consider the broad definition of management ac- 
counting as adopted by the National Association 
of Accountants: 


Management accounting is the process of 
identification, measurement, accumulation, 
analysis, preparation, interpretation, and com- ~ 
munication of financial information used by 
management to plan, evaluate, and control 
within an organization and to assure appropri- 
ate use of and accountability for its re- 
sources... (1981, p. 4) 


Given that commercial accountants in Australia 
work mostly in small and non-manufacturing 
firms, it is entirely conceivable that qualified ac- 
countants are in demand to assist in simple score- 
card keeping (data accumulation, interpretation 
and accountability: Simon et al., 1956) and to 
perform general administrative and managerial 
tasks. It is unlikely that relatively sophisticated 
analytical topics such as regression analysis, 


UIncludes: banking, non-bank finance, insurance, trustees, 
and real estate. 

Other services includes all industries classified as services 
under the International Standard Industry Classification except 
wholesale and retail trade (‘trade’), construction, and transport 
and storage. 
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variance analysis, PERT, learning curves, and 
linear programming will be cost effective in the 
firms in which most commercial accountants in 
Australia work. 

In manufacturing many production costs can be 
expected to vary (though not necessarily directly) 
with the level of production. The efficiency of 
production can be assessed independently of sales. 
In contrast, in services costs do not behave in that 
way and efficiency assessment has a greater ten- 
dency to be confounded by demand conditions. If, 
as is generally the case, services cannot be stored, 
costs will not be as responsive to variations in the 
level of activity as would otherwise be the case. 
Instead, changes in costs will reflect management’s 
ongoing reassessment of the appropriate balance 
between additional capacity costs and the revenue 
forgone due to lesser capacity. This balance will be 
conditioned by the constraint of short-term finance 
availability—a concern of particular importance to 
the small firms in which many accountants work. 
The less capital intensive a firm, the more likely 
short-term discretionary costs will be a prominent 
feature of its cost structure. Thus many service 
firms will be unable to utilise standard costs, or the 
sophisticated analytical techniques listed above, 
because tasks are non-repetitive or cost-volume 
relations unclear (Moscove and Wright, 1990, 
p. 391; Horngren and Foster, 1991, p. 143). Under 
these conditions, service firms will resort to the 
simple techniques of job costing (Horngren and 
Foster, 1991, pp. 137—142) and segment reporting 
(Heitger and Matulich, 1986, p. 408-409). Man- 
agers will be held accountable for maintaining 
discretionary expenditure within budget, but this 
process will not demand more than elementary 
skills from accountants. 


Market Exchange and the Directness of Costs 


Some may assert that for manufacturers a move 
back to the market might be expected to make 
more inputs subject to market prices and therefore 
more easily costed (more directly traceable). When 
asserting that the availability of an exchange price 
is likely to lead to more traceable costs it is 
necessary to ask ‘traceable to what?’. According to 
the conventional wisdom of cost accounting the 
answer is ‘to units of output’. It is clear that, unlike 
internally produced intermediate output, market 
exchange provides an unambiguous cost of input. 
This does not mean, however, that a purchase of 
goods, and much less a purchase of services, can be 
directly linked to units of output. The key is the 
clarity of the link between consumption of the 
relevant input and production of final output. 
Whilst ultimately this is an empirical question, the 
consensus of economic opinion (Rada, 1987), and 
the opinion of Johnson and Kaplan (Chapters 9 
and 10), seem to be that direct costs are a small and 
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diminishing proportion of the ‘total costs’ of 
finished products. Overheads, both manufacturing 
and non-manufacturing, seem to be considered as- 
having become significantly more important over 
recent decades. If so, the rise of intermediate 
service firms and market exchange does not leave 
manufacturing firms with expenditure patterns 
that facilitate accounting control. 

Furthermore, for the purposes of cost control, 
there are grounds for distinguishing between ex- 
change prices and market prices. A market price 
for a relatively undifferentiated product or service 
is authoritative. A firm’s control system can 
readily ensure that this standard product or service 
is not purchased at some offered price above the 
prevailing market price. In contrast services, par- 
ticularly professional services, are highly differ- 
entiated and subject to the disadvantages of 
small-numbers contracting. Resource exchanges 
of this nature are thus, ceteris paribus, more prone 
to opportunism. This is the basis of Oliver 
Williamson’s celebrated market failures frame- 
work (1975, 1985). On the evidence it would seem, 
however, that the opportunism effect is adequately 
counteracted by other economic forces. The con- 
trol system consequence is that the use of differen- 
tiated services is not as amenable to tight cost 
control as is the utilisation of goods for which a 
prevailing market price exists. 


Research and T. eaching Responses 


The prolonged period of scant development in 
practical management accounting thought may be 
partly attributable to the diminished economic 
importance of the activities and costs they were 
developed to monitor. Accordingly, conventional 
management accounting techniques may have irre- 
vocably declined in importance. Johnson and 
Kaplan’s call for more observation of the practices 
of latter day managers and accountants can be 
supported with one important qualification. The 
economic evidence presented above indicates that 
inquiry into the work roles, practices, data collec- 
tion mechanisms, and information uses of service- 
sector managers and accountants, including those 
working in small firms, should be on the research 
agenda. 

A reasonable response by teachers to these cir- 
cumstances would be to divert the education of 
accountants from the current practices focussed on 
direct cost, and to identify and inculcate skills and 
knowledge more appropriate-to the present (and 
likely future) commercial environment. At present 
in the US there is a push towards longer, more 
general education for accounting undergraduates 
(AAA, 1986), a response logically consistent with 
the loss of perceived importance of simple demon- 
strations of structured techniques. Consider the 
comments of the Accounting Education Change 
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Commission, including their emphasis on unstruc- 
tured problems: 


accounting programs have not kept pace with 
the... constantly changing profession . . . Intel- 
lectual skills [should} include . . the ability to 
identify and solve unstructured problems. . 

Specialized accounting education should follow 
after ...[general, and general accounting and 
business educations and] should be offered pri- 
marily at the post-baccalaureate level ...One 
goal of the [Commission]...is to change the 
educational focus from knowledge acquisition 
to ‘learning to learn’... Understanding the pro- 
cess of inquiry in an unstructured environment 
is an important part of learning to learn... An 
attitude of accepting... uncertainty and un- 
structured situations should be fostered (1990, 
pp. 307-310). 


J 


Structure can be taken to, arise from decisions 
that are repetitive and routine. Unstructured de- 
cisions occur where there is no clear-cut method of 
handling a problem because it; has not arisen 
‘before, or because its precise nature is elusive or 
complex (Simon, 1966, pp. 5-6).'° The recent in- 

interest in case study teaching is also 
consistent with general ambivalence towards mech- 
anical application of accounting techniques in 
‘teaching or in actual organisations (Taylor and 
Turley, 1991, pp. xiii-xvi). It should be of little 
_concern if the emerging courses are more general 
than at present, and do not concentrate on what is 
conventionally regarded as constituting the 
(mainly objective and quantitative) domain of ac- 
counting. On the contrary, it might well be argued, 
such á change is highly desirable. 

The scenario presented in this paper is contro- 
versial. The facts used are open to elaboration and 
the inferences drawn are open to challenge. Within 
those caveats, there are several potential institu- 
tional implications. The academic accounting pro- 
fession in the US is more likely to be justified in its 
concern over the emphasis on acquisition of 
knowledge for professional examination purposes 
if the detailed accounting techniques examined 
therein are little used in practice. Accounting edu- 
cators in those countries, including ‘Australia, that 
generally teach a three-year degree-should question 
the inclusion of much of the content of specialised 
(second and third course) material in management 
accounting. There. may be far too much accounting 
method taught in such short degree courses, and 
too many accounting academics employed unless 
alternative material i is best presented by academic 
accountants. Countries (such as the UK) currently 
moving towards greater inclusion of undergradu- 
ate accounting studies in the education of pro- 


Adapted from a quotation used by Gorry and Scott- 
Morton, 1975, p.120. 
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fessional accountants should zealously guard against 
an undue emphasis upon accounting techniques. 


Limitations and conclusions 


Management accounting histories are largely 
devoid of analysis or recognition of most of the 
historical changes reported in this paper. Concur- 
rent with the transition this century from industrial 
to post-industrial societies, other fundamental so- 
cial changes distinguishing current economic ac- 
tivity from that applying early this century have 
occurred. A seminal, and perhaps a largely irre- 
versible, change has been the departure from 
simple (routine) technologies towards complex 
technologies. There also have been trends from 
hierarchies back to the market, from large enter- 
prises to small specialised firms. Increased reliance 
on the market has been driven dy technological 
improvements in the efficiency of service provision 
and the transparency of markets. One might expect 
that increased reliance upon the market would 
result in an increase in the importance of direct and 
engineered costs. Nevertheless, there is evidence 


that, by virtue of growing technological complex- ` 


ity, modern manufacturers (more often than their 
predecessors) incur indirect and discretionary costs 
when purchasing services through the market. 
Under the influence of technology, service firms, 
too, seem to be characterised by a low incidence of 
repetitive procedures capable of being effectively 
controlled using the disciplinary power of manage- 
ment accounting. 

The research contained in this paper has several 
limitations. Three qualifications to the data or their 
interpretation should be noted. First, the service 
sector has to be viewed as being broader than 
comprising a number of economically si in- 
dustries—as it has at times in this paper for the 
purposes of explication of relevant concepts. In- 
deed, it includes industries whose cost patterns and 
characteristic organisational structures vary more 
than those of the industries within the manufactur- 
ing sector. Some industries within the service sec- 
tor, for example wholesale and -etail firms, are 
likely to be more suited to the application of 
conventional accounting techniques than other in- 
dustries. Second, present understanding of the 
ways in which accounting techniques operate in 
service firms is largely amorphous. There has been 
insufficient research to indicate definitely the 
nature of management accounting in service enter- 
prises. Finally, there is little avaclable hard evi- 
dence (for example, GDP share) cn the economic 
importance of small firms. It is possible, although 
unlikely, that the economic importance of service 
activities is skewed towards larger service firms. 

Nonetheless those limitations də not do much 
damage to the general thrust of the arguments 


presented here. On the contrary, this analysis 


r 


A 


. SPRING 1993 


provides an explanation complementary to that 
put forward by Johnson and Kaplan for the decel- 
_eration in development of management account- 
ing's practical applications. The economic rise of 
large, administrative hierarchies using simple, 
direct cost technologies created conditions condu- 
cive to the rise and ‘dissemination of practical 
management accounting techniques. Subsequent 
social changes have not been so conducive to the 
development of new applications. The ascending 
enterprise form has been service firms that do not 
exhibit high means-ends knowledge allowing 
straight forward application of conventional 
quantitative techniques. 

Some research should be synchronised with cur- 
rent developments and with due regard to the 
prospects for practical advances. The significantly 
changed circumstances outlined here are propi- 
tious for two particular directions for research. The 
first was proffered by Johnson and Kaplan: case 
study research directed at the actual applications 
and circumstances of modern manufacturing (and 
service) firms. The second, and a related avenue, is 
to refine existing techniques and their underlying 
theories. Case study research, rather than less 
contextually relevant research approaches, should 
assist the revision of existing techniques, and expli- 
cate the behavioural factors determining the way 
in which management accounting information is 
interpreted and used. In small firms intensive re- 
search may expose practical steps undertaken in 
response to the cost-benefit constraints facing 
formal control methods including management 
accounting. Alternatively, given the lack of norma- 
tive attention to the control problems of small 
firms by management accounting theoreticians, 
research of this ilk may suggest possible responses 
to the constraints faced. In either case these steps 
contrast with attempts to develop new, structured 
decision models which conflict with the trend 
towards indirect, discretionary costs. 
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Book Reviews 


Financial Reporting in Europe: The Management 
Interface. The Chartered Institute of Management 
Accountants. London, 1991. Part One, 1-48; Part 
Two, 1-135. 


This two-volume spiral-bound CIMA publication 
in A4 format is a report prepared for the CIMA 
Law and Parliamentary Committee by a team of 
nine persons, of whom two were academics, with 
the remainder drawn from various companies and 
organisations (details of authorship shown in Part 
One, p. 3). The report is apparently intended to 
convey to readers, especially in the English-speak- 
ing world, awareness of the extent of standardised 
accounting codification now operating in various 
Continental European nations. The reason for 
drawing attention to nationally standardised 
charts of accounts is that they are seen (Part One, 
p. 2) as a central organising device for creating 
accounting and management information systems 
capable of meeting multiple objectives. 

As one who has been looking hard for several 
years past at the nature and consequences of the 
French Plan comptable général, the national 
accounting code that has existed since 1947, I can 
attest to almost total ignorance in Britain on this 
subject. My belief is that few British practising 
accountants have. heard of national accounting 
codes, let alone thought about what might be 
gained throughout the business community from 
achieving accounting standardisation comparable 
to that found and regarded as indispensable in so 
many other arenas of activity. CIMA is to be 
applauded for putting time and resources into this 
project. 

It will therefore no doubt be distressing to have 
this review point to radical deficiencies in its 
publication. Crucial deficiencies are: 


(1) Lack of focus 


The distinctive competence of CIMA, as the 
reader is reminded in Part One, Appendix 1, is in 
the field of management accounting. It surely 
would have made overwhelming sense to concen- 
trate on identifying and evaluating observed conse- 
quences of national accounting codes on design 
and operation of management accounting and 
information systems. As France has the greatest 
experience with a national accounting code, it is 
the obvious starting place for enquiries. This would 
be doubly revealing because a number of well- 


known critics within France of the Plan comptable 
général have persistently argued that it has stifled 
development of French management accounting as 
a flexible tool of analysis and planning. 

It is hard to know what the team responsible for 
the report attempted to discover in this regard. We 
are told that it held a European Workshop in Lille 
in 1991 as a means for testing its tentative con- 
clusions. There is nothing i in the report, however, 
to suggest that it carried out or tapped into case 
studies of practice in major French companies. The 
only reported case study, Part Two, Appendices 5 
and 6, concerns a Spanish vehicle component 
manufacturing company, a subsidiary of Lucas 
Industries (of the:UK) and TRW Inc. (of the US). 
Neither the case study nor the discussion in Section 
7, Part Two, to which the case study relates, 
identifies to what extent or how the existence of a 
national accounting. code affected practice in that 
particular company. ‘ 

The team would not have had far to look to find 
evidence of ferment i in France on the potential role 
of the Plan as a key element in achieving a more 
fruitful relationship between financial and manage- 
ment accounting. Notable publications on this 
issue are those of the Conseil national de la 
comptabilité, Normalisation comptable et gestion de 
P'entreprise: P intégration par le système croisé 
(1989) and J-C. Dormagen, La comptabilité in- 
tégrée (1990). The latter is of particular interest, its 
author having long experience as Directeur comp- 
table at L’Oréal, one of the world’s largest cosmet- 
ics group, with all that this implies in terms of a 
large range of branded consumer products subject 
to rapid changes in market penetration. 

In summary, the report tantalises the reader with 
the prospect of getting to grips with the role of 
national accounting codes in linking financial and 
management accounting but does not deliver on 
that promise. i 

f 
(2) Too many themes a 

What fills up much of the two volumes are 
diversions into other areas of-borderline relevance 
or areas which are inadequately explored. Exten- 
sive space is devoted to progress on harmonisation 
of financial accounting internationally and within 
the EC, and the role of the EC Directives (one- 
third of the 22 page report in Part One). None of 
this particular coverage has the ring of authority 
and in any event it is a subject copiously addressed 
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in numerous other professional and scholarly 
works. In Part Two there, is an intriguing section 
commencing at p. 25 on, Continental Methods, 
which refers to usage of relational database sys- 
tems for integrating financial and management 
accounting, and questions of logical design applied 
to the accounting database. These passing 
thoughts cry out for more extensive and searching 
analysis. A 

In summary, the two parts address too many 
themes which are not welded into a convincing 
integrated study. 


(3) Lack of precision 


Since the study makes much of the role of 
national accounting codes, it was essential to give 
follow-up references. A reader previously unaware 
of such codes is not told where to turn for further 
information. The reference list does not cite the 
French Plan comptable général or its Spanish 
counterpart, both of which are extensively referred 
to in the text. Volume Two contains 19 pages (in 
German) of extracts from what i i$ described as the 
German Chart of Accounts. Since Germany does 
not have a legally enacted national accounting 
code, this section is misleading; 

Part One, p. 4, states that ‘Integrated accounting 
and coded structures are already backed by statute 
in many European member States and goes fur- 
ther in Part Two, p. 71, asserting that ‘The concept 
of a uniform chart of accounts is employed in most 
Member States of the EC’. (Only France, Belgium, 
Spain and Greece, four Member States out of 
twelve, have legally-based codes.) Page 71 names 
Portugal, Italy, Germany and The Netherlands as 
nations employing the. concept of a uniform chart 
of accounts. (The concept of a non-legally imposed 
uniform chart of accounts is surely an oxymoron.) 
Part Two, p. 46, deals. with Class 8 of the Plan 
comptable général, but ‘ists thereunder a subset of 
accounts belonging | to Class 7; p. 48 deals with 
class 9 but lists accounts for Class 8 (Class 9 
accounts being listed on the two following pages). 


(4) Unsatisfactory editing 

Was the publication prepared i in too much of a 
hurry? The reference list is not well:related to the 
body of the text and, as stated already, key sources 
of information on national accounting codes are 
not given at all. Frénch spelling exhibits chaotic 
inconsistency throughout. Large sections of text 
seem to do no more,than fill up pages. (Why devote 
Part One, p. 13, to a long quote from the original 
proposal for the Fourth Directive, now no longer 
newsworthy?) Appendices take up more than half 
of Part One, plus’69 out of 135 pages in Part Two, 
yet the Contents pages in both Parts do not list 
titles or subject matter of appendices. Much of 
their material seems of only tenuous relevance. 
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Finally, the division of material into two volumes 
seems arbitrary and their independent numbering 
is not helpful. (More conventicnally, Part Two 
would have been numbered consecutively to Part 
One.) 

National accounting codes are important, as 
examples of far-reaching social organisation, yet in 
the . English-speaking world almost nothing is 
known of experience with them. CIMA would 
indeed be rendering a service in throwing light on 
their impact on management accounting. But for 
that we will have to wait for rts study on the 
management interface, Mark 2. 


Aston Business School Peter Standish 


FEE European Survey of Published Accounts 1991. 
Fédération des Experts Comptables Européens. 
Routledge, 1991. x +309 pp. £50. 


This is the second European Survey of Published 
Accounts to be published. It covers the 1989 
accounts of 475 companies from fifteen European 
countries. The first survey (published in the Tech- 
nical Papers of the First Europeen FEE Confer- 
ence) covered the 1987 accounts of 193 companies 
from nine European countries. 

The second survey covers thirteen areas: general 
aspects; intangible fixed assets; tangible fixed as- 
sets; financial fixed assets; tnventories; marketable 
securities; pension provisions; deferred taxation; 
foreign currencies; off-balance sheet commitments; 
leasing; complex financial intruments; and govern- 
ment grants. Although the published accounts 
surveyed are mainly consolidated accounts there is 
no coverage of topics such as proportional consol- 
idation since the survey is based on the Fourth 
Directive (implemented in most member states of 
the European Community by 1989 and influential 
in non-member states) but not on the Seventh 
Directive Gmplemented in only a few member 
states by 1989). 

Each chapter follows a patterr: recitation of 
Fourth Directive and IASC requirements, if any, 
followed by the results of the survey in (a) those 
member states (all except Italy, Portugal and 
Spain) in which the Fourth Directive had been 
implemented; (b) Italy and Spain; end (c) non-EC 
countries (Finland, Norway, Sweden and Switzer- 
land). Disclosure issues are distinguished from 
measurement issues, and balance sheet effects 
from income statement effects. There are numer- 
ous tables but (curiously) only the chapters on 
intangibles and complex financial instruments are 
illustrated by examples from accounts. 

The compilers of the survey are aware of the 
problems of using its results to judge whether or 
not harmonisation has been successful. They note 
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(p: 5) that in some areas it is the EC countries 
which had not implemented the Fourth Directive 
and the non-EC countries which disclose more 
information; that the Fourth Directive is ‘not the 
only powerful force having a significant influence 
on accounting’ and that implementation of the 
Fourth Directive and its options may have in- 
creased fiexibility in some areas. It is interesting to 
learn (pp. viil-ix, 26—27) that only ten companies 
(but from six countries) departed from national 
law in order to give a true and fair view. 

Practitioners and academics alike will welcome 
this book, but all surveys of this kind are capable 
of improvement. For example, it would be useful 
to have had a list of the companies surveyed and 
brief details of national surveys of published 
accounts and from whom they can be obtained. 
The appendix on filing requirements is unnecess- 
arily vague and unhelpful. Whereas we are told, 
for example, that Finnish companies must file 
accounts with the National Board of Patents and 
Registration in Helsinki, no mention is made of the 
UK Registrar of Companies and there are obscure 
references to ‘the public register’ in France and 
to ‘the commercial register of the seat of the 
company’ in Germany. 


University of Exeter R. H. Parker 


Handbook of Australian Corporate Finance. Robert 
Bruce, Bruce McKern, Ian Pollard and Michael 
Skully (eds). Butterworths, 4th ed., 1992. A$52.50. 


The Australian financial system has, like the UK, 
US and other OECD domestic systems, experi- 
enced great change over the 1980s. This includes 
much of the worldwide innovation in financial 
instruments, in banking and financial trading tech- 
nology, and in deregulation and re-regulation of 
banking and financial markets. As a result, the 
fourth edition of this book is considerably changed 
compared with its predecessors. The international- 
isation of finance has led the authors to separate 
out much international finance material into a 
separate handbook, and to focus this handbook on 
the Australian dimension to corporate finance, 
financial markets and financial institutions. 

The aim of the handbook is to ‘provide an 
authoritative reference which emphasises the needs 
of the practitioner while maintaining a scholarly 
standard of discussion’. With this in mind the book 
is restricted to 20 main chapters focussing on: 


—~Description of the role of financial markets 
including the domestic stock market, corporate 
bond market and domestic futures markets. 
—Description of the main types of Australian 
financial institutions and their role in the finan- 
cial system and in financing the firm. 


ow 183 


—Advice on 1 how to _finance the firm (both 
large and small) in “these markets or via 
these institutions. advice focuses on key 
aspects of financing decisions such as capital 
structure, raising equity, bank funding, leasing, 
the use of interest rate and currency swaps, the 
use of options, and acquisition targeting and 
funding. F 

The authors recognise that they cannot 
fully insulate the book from international aspects 
of finance. Thus they do include chapters on 
the euromarkets, Oren exchange and trade 
finance. 

The handbook is. strong on description and on 
the current state of financing practice in Australia. 
This reflects the extensive experience of many of 
the contributors on. these matters. Prescription or 
advice offered on corporate funding problems is 
heavily reliant on this experience. In some chapters 
the handbook contributors do achieve the aims of 
the editors and “maintain a scholarly standard of 
discussion’. However, in key chapters such as 
raising equity capital (chapter 5), mergers, acqui- 
sitions and takeovers (chapter 6), equipment 
leasing (chapter 10) and foreign exchange risk 


management (chapter 16), theoretical and empiri- 


cal contributions a notably absent from the 
analysis. 

Despite this flaw, the handbook must be 
considered serious! reading for the majority of 
Australian finance practitioners, and for overseas 
companies with significant operations in Australia. 
The latter would ‘include the finance directors 
and treasury managers of many large UK, other 
EC, Japanese and US enterprises. The handbook 
contains a wealth of detail on matters such as 
raising bank loans and equity capital, in dealing 
with the problems of; say, project finance or 
Australian stock exchànge listing rules, or in 
interpreting Australian tax law in the funding 
decision. \ 

Its price at A$52.50, its practical aims and its 
strong Australian dimension will not make it a 
major academic teaching book outside Australia. 
Even within Australia, corporate finance books 
such as Peirson ef al. (McGraw Hill, 1990) 
are likely to be preferred for undergraduate work. 
However, non-Australian academics and students 
will find this handbook valuable as a reference 
book for the Australian financial system and for 
corporate funding practices. This information will 
have a variety of uses in corporate finance courses. 
Thus discussion of comparative differences be- 
tween Anglo-Saxon systems, Or critiques of the 
practical prescriptions in the handbook, would all 
be enriched by the use of this handbook as a 
reference source. 

Glasgow University, ai oD ~~. © John Holland 
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Economic Rationalism and Rural Society in Third- 


‘century AD Egypt. D~ Rathbone. Cambridge 
University Press, 1991. xix 489 pp. £45. 
f 


Our view of accounting in Greek and Roman times 
has changed little since de Ste, Croix (1956) laid to 
rest any idea that ‘double-entry’ bookkeeping may 
have been invented before its.appearance in Italy 
at the beginning of the fourteenth century. Greek 
and Roman accounts of private estates have been 
seen essentially as no morethan basic, detailed day 
to day records of receipts and disbursements of 
various goods, including cash, and the reasons they 
were kept as primarily to ‘keep track’ of assets 
and to monitor the honesty “of those entrusted 
with them—basic stewardship accounts. There 
was scarcely any systematic.interrelationship of 
accounts, and records of all non-cash items were 
kept in purely physical terms/with no attempt to 
convert them to a common measurement unit such 
as money. The cash account itself was really a ‘coin 
stock’ account. In the light of this apparently 
minimal accounting sophistication; it has generally 
been believed that the accounts were not intended 
to, and could not, provide any: overall picture of 
activity which might be of some economic or 
management interest. On this basis scholars have 
also disputed the extent to which ancient societies 
may be regarded as exhibiting ‘economic rational- 
ism’ and ‘profit maximisation’; an argument 
which is however made morejcomplex when one 
also examines the relationship between modern 
accounting and managerial and’economic decision 
making (e.g. Macve, 1985; Ezzamel, Hoskin and 
Macve, 1990). Jj 

Dr. Rathbone' important study questions 
our conventional view of ancient accounting. In 
particular we may have been misled by focussing 
too much on the detailed, day-to-day ‘working’ 
accounts and failing to? distinguish them from 
summary accounts or“reports’. 

The book is based-on a comprehensive examin- 
ation of the papyri so far published from the 
‘Heroninos archive’, which comprises documents 
involving the manager, Heroninos, of a unit 
(centred on the village of Theadelphia in the 
Fayum area of Egypt) of a large private estate 
(owned by Appianus) and dating from the third 
century AD. Some 450 texts have been published 
so far, but it is estimated that some 600 further 
texts, many of which are accounts, still await 
publication. Dr. Rathbone’s study embraces the 
social and economicycontext and impact of the 
estate, and the details of its management, including 
in particular its accounting system. The estate lay 
about 60 kilometres south of Cairo, and comprised 
about forty units” (phrontis, plural phrontides) of 
scattered landholdings and a central adminis- 
tration at Arsinoe, where Appianus himself some- 
times lived. of >>. 
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The chapters of the book, after introducing the 
archive and the estate, cover the owners and 
managers; the permanent labourers, occasional 
labourers, lessees and other contractors hired by 
the estate; the organisation of production on the 
phrontides; and the transport, marketing and sale 
of the produce, of which the primary crop was 
wine. Evidence from the accounts is drawn on 
throughout the book and Chapter 8 deals in detail 
with the accounting system of the phrontides as 
well as considering what accounts may have been 
kept by the central administration and what was 
the underlying rationale of the estate’s accounting 
system. The conclusions of the study are clearly 
summarised, and various technical appendices are 
provided. 

Dr. Rathbone shows that the summary accounts 
prepared on a monthly basis for each phrontis 
exhibit considerable sophistication. They were 
probably not drafted and submitted monthly but 
rather annually as a report covering a year (p. 338). 
Not only are they laid out with suitable groupings 
of receipt and disbursement items: to facilitate 
reading, but they reflect accounting conventions 
designed to show expenditure incurred for a month 
even where cash was not paid. They thereby extend 
the monetisation of accounts beyond the mere 
recording of cash receipts and payments. While 
there must have been such detailed ‘working’ cash 
accounts to keep track of actual cash balances, 
the monthly expenditure account includes, for 
example, all wages due for a month even where 
money had not been or would not be paid. Thus 
an account was kept for each permanent employee, 
and some casual employees, to which the remuner- 
ation due was credited each month. His account 
might then be settled by payment in cash (either 
then or in a later month), or possibly by a credit 
transfer through a bank, or by payment of taxes on 
his behalf or in kind (e.g. in wine) (p. 319). In the 
latter case (see pp. 291-2) the price of the wine 
was ‘debited’ to the individual employee’s account 
and also included as a cash sale in the monthly 
accounts. Thus the amounts for both wages and 
sale of produce included in the ‘cash account’ 
(argurikos logos) that was set out as part of the 
monthly summary accounts included amounts 
where no money in fact changed hands and 
where settlement may have been in a different 
month to that in which the cost was incurred and 
recorded. 

The monthly reports comprised not only the 
accounts of money and produce but also detailed 
reports on the employment of the estate’s transport 
system, which was one of the most sophisticated 
features of its integrated management. Land trans- 
port was extremely costly in the ancient world, 
and the estate had a ‘fleet’ of draught animals 
such as asses and oxen, and their drivers, deployed 
to transport goods between the various phrontides 
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and to and from the headquarters at Arsinoe. 
Transport was needed in order to take produce 
to market, to pay taxes in kind, to meet the 
needs on one phrontis by supplying its require- 
ments from another, and also to provide concen- 
trations of draught animals at the time of 
harvest and vintage in order to move produce 
into store. While many animals and their drivers 
were ‘attached’ to individual phrontides, and 
fed and paid on their account, all were subject 
to central direction, together with a special trans- 
port corps based at the Arsinoe headquarters 
(pp. 266-267). 

The management of this transport system can be 
reconstructed from the information supplied in 
the monthly accounts of the phrontides, which 
included (like the accounts for other items) an 
account for hay showing the daily issues to the 
draught animals, mainly asses, which were based 
on, or visiting the phrontis, together with a descrip- 
tion of what they had been doing, thereby pro- 
viding a comprehensive record of work done. 
Aggregating these returns from the individual 
Phrontides would have given the central adminis- 
tration an overall picture of the deployment of the 
estate’s animals and drivers, which would provide 
a basis for decisions on future organisation and 
management. 

Dr. Rathbone argues that the format and con- 
tents of these monthly returns was designed to 
assist management of the estate, and that in par- 
ticular the expenditure records, by recording costs 
as incurred rather than when paid, would facilitate 
comparisons, for example with monthly expendi- 
ture in previous years, and assist control of at least 
the significant production costs of the crops on 
each phrontis. The argument is however compli- 
cated by the fact that where wine was issued in part 
payment to hired contractors (karponai) for work 
in the vineyard, the amounts were not treated as 
cash payments or as sale of wine but only recorded 
in the physical account of wine stock movements 
(p. 291). Similarly wheat/bread issued as free 
rations to estate staff or used as seed corn was 
not accounted for in money terms. Moreover, 
each phrontis had to record all expenditure for 
which it was made responsible even if it did not 
have control over all the related resources (e.g. 
the salaries of various central employees and 
administrative staff). 

Dr. Rathbone suggests a plausible reconstruc- 
tion for how the missing information could have 
been costed/reallocated when the central adminis- 
tration prepared accounts for the estate as a 
whole, if this was considered to be useful. How- 
ever, although there is circumstantial evidence 
suggesting what was done, the papyri so far pub- 
lished do not contain any actual examples of 
accounts of the central administration, so the 
overall picture of how the accounting system 
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worked is as yet incomplete. But the careful analy- 
sis and detective work on what i is now available has 
enabled Dr. Rathbone to show that it is correct to 
think of the estate as having an ‘accounting system’ 
to facilitate its complex management, given its 
geographically distinct central office and pro- 
duction units and a need to cost internal transfers. 
He suggests parallels with the management prob- 
lems faced in emerging nineteenth century business 
organisations (p. 401). Information on the relative 
profitability of different crops would probably 
have been of limited usefulness in the ancient 
world (p. 385; Macve, 1985), but control of 
costs, and efficiency of deployment of resources 
such as the transport fleet, would have provided 
challenges for rational economic and managerial 
control. The challenge for historians is now to 
investigate how far: this estate may have been 
typical of others in its accounting and management 
sophistication. 

The book is extremely well written and full of 
fascinating detail, and is accessible to the historical 
scholar, accountant and layman alike. The argu- 
ments and evidence are clearly presented and sum- 
marised throughout the book and drawn together 
in the concluding chapter. The evidence from the 
accounts provides! a continuous linkage through- 
out the book but of particular interest to accoun- 
tants will be Chapter 8, which analyses the 
accounting system in detail, together with the final 
chapter of conclusions and the two examples of 
draft monthly accounts of Heroninos’s phrontis 
presented in Appendix C. The book is also a 
valuable reminder tó, UFC bureaucrats that some 
of the best research of relevance to other disciplines 
may be found in the work of scholars of a very 
different discipline. 


University of Wales, | Richard Macve 
Aberystwyth L 
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The Elements of Accounting:<An Introduction. 
Geoffrey Whittington. Cambridge‘University Press, 
1992. xiv + 182 pp. £9.95. i 


One of the hardest tasks that an author can 
undertake is, paradoxically, writing an introduc- 
tion to his or her subject for readers with no prior 
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knowledge. The author must simultaneously con- 
vince readers that the subject is worth pursuing, 
while steering clear of the\twin perils of oversim- 
plification and excessive detail. Throughout this, 
the author must avoid any, sense of patronising 
readers, whether by assuming complete ignorance 
not only of the subject but of associated matters or 
by coy hints that the full mysteries of the subject 
are too subtle to be communicated in an introduc- 
tory book. 

Professor Whittington has distilled some twenty 
years of experience in teaching and studying ac- 
counting into this book, aimed at ‘any intelligent 
student who is approaching accounting for the first 
time, either in university or in-professional studies’. 
He acknowledges a debt to Harold Edey’s Intro- 
duction to Accounting, the foundation of so many 
professional and academic accounting careers since 
its first appearance as long ago as 1963. The 
present book reflects many of the strengths, but 
also some of the weaknesses, of that earlier book. 

Whittington begins with basic concepts, and 
here I think he might have placed fewer demands 
on the intelligence of his readers: the section 
dealing with the conventions of traditional finan- 
cial accounting introduces (over a mere three 
pages) some complex but crucial concepts in a way 
which seems to contradict the author's claim a few 
pages earlier that accounting is-‘rigorous and log- 
ical’. But maybe Whittington\wishes to create in a 
subtle manner a degree of cognitive dissonance in 
his readers concerning the foundations of account- 
ing. 

The book continues with a run through the basic 
statements of financial accoiinting and the double 
entry system, and these chapters are accompanied 
not only by worked examples but also by exercises 
(with detailed solutions provided). This part of the 
book is clearly written dnd presented, although I 
wonder whether the artificiality of the examples 
(one of these involv dentist whose annual fee 
income is a mere £4000!) might be off-putting to 
some readers. A chapter on the interpretation of 
accounts—mainly ratio analysis—and one on ac- 
counting for price changes then follow, the latter 
consisting mainly of a recycling of Professor Whit- 
tington’s example of,Old Fred the pineapple trader 
from his Inflation Accounting: An Introduction to 
the Debate. I do not blame Whittington for doing 
this; indeed, having Old Fred for several years 
as the basis of a. ing exercise, I can confirm its 
value in giving students a clear introduction to 
price change accounting. The book finishes with a 
chapter on the» collection and processing of 
accounting data/ and with suggestions for further 
reading. Y 

For me, the main weakness of the book was that 
it did not communicate much of a sense of what 
real accountants actually do. The technicity of 
accounting is emphasised at the cost of its human 
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dimension. But pointers to the latter are provided 
in the further reading list. Overall, the book fulfils 
its goal of introducing ‘an absolute beginner to the 
basic elements of accounting’; is a worthy succes- 
sor to Harold Edey’s book; and deserves a place on 
our preliminary reading lists. 


London School 
of Economics 


Christopher Napier 


Introduction to Financial Accounting. Christopher 
Nobes. Routledge, 3rd ed., 1992. xiv + 231 pp. 
£12.99 (PB). 


Since the last edition of this book in 1988, it could 
be argued that the meaning of ‘introductory finan- 
cial accounting’ has changed quite a bit in terms of 
both practice and theory. To same extent these 
developments are reflected in the increasing recog- 
nition of the importance of understanding the 
context in which financial accounting functions in 
order to appreciate its role in organisations and 
society. The problem this creates for any author of 
an introductory text on financial accounting is how 
to balance the objective of ensuring adequate 
coverage of an increasing number of ‘basic’ issues 
and concepts with the need to provide a detailed 
understanding of the underlying principles and 
practices. This book has succeeded in providing a 
wide coverage of basic theoretical and practical 
issues but, perhaps inevitably, has sacrificed 
detailed analysis in so doing. 

The book is organised into taree parts: The 
accounting method; Accounting for business enti- 
ties; Interpretation of financial information. Much 
of the. new material is contained in parts II and MI 
and deals with international financial accounting, 
changes in the UK regulatory framework and 
developments in practice (e.g. cash flow state- 
ments). Whilst this material is relevant and poten- 
tially important to an introduciory text, it is 
somewhat difficult to relate it to the material in 
part I. In particular, accounting is introduced in 
the first 8 chapters as a relatively unproblematic 
process. Alternative valuation bases and income 
measurements are described and the conventions 
adopted by accountants are introduced with virtu- 
ally no evaluation of why accountants have made 
or should make such choices. Consequently when 
readers get to the end of part I, they are somewhat 
unprepared for understanding the complexity and 
variations in accounting practice and the influences 
upon it which are described thereafter. Moreover, 
it is arguable whether they are any better prepared 
by the last chapter. 

Students will find the book easy to read and 
should find the extensive use of sub-headings help- 
ful in guiding them through material and providing 
an indication of the range and type of issues 
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relevant to financial accounting. However, an ‘in- 
dication’ of issues is probably the most under- 
graduates can hope for throughout the book. 
Unfortunately, the increased coverage has been 
achieved almost entirely at the expense of expla- 
nation and analysis. It needn’t have been so (e.g. 
the author could have written more!). As it is, the 
price paid for a chapter on international account- 
ing and a description of recent reforms in account- 
ing standards appears to be a somewhat brief and 
superficial understanding of introductory financial 
accounting. I for one, feel that may be a price too 
high to be worth paying. 


University of Manchester Linda Kirkham 


Studies in Cash Flow Accounting and Analysis. 
G. H. Lawson (ed). Garland Publishing, 1992, 
315 pp. $63. 


The nature of this work is aptly described in the 
first sentence of the introduction: ‘This collection 
of papers reflects the editor’s long standing interest 
in the creation of ownership value and the system 
of performance measurement which is logically 
implicit in that objective, namely, cash flow-market 
value accounting’ (CF-MVA). The collection con- 
sists of fourteen papers, all written solely or jointly 
by the editor over the past decade. Previously 
unpublished material, comprising the introduction 
and three papers, occupies about half of the 
book. 

Early sections of the work put the case for 
CF-MVA in inimitable Lawson style. Some of us 
may be tempted to think that the CF-MVA millen- 
nium should already be at hand, since cash flow 
reports in the USA and (more recently) the UK, 
and stockmarket prices for listed shares, are readily 
available. Cannot users take what they need, and 
simply disregard accrual accounting information 
if they consider it redundant? Such awkward 
thoughts are not directly addressed, but the FASB 
and the old ASC EDS54 cash flow classifications are 
criticised, as is the fact that cash flow is not the 
main focus of corporate financial reporting. These 
presentational priorities sit uneasily with an appar- 
ent belief in the market’s ability to process infor- 
mation. On the related issue of stockmarket 
reactions to cash flow and accruals data, where 
empirical evidence brings little comfort to the 
CF-MVA thesis, the response is that ‘the cash 
flow-accruals dichotomy adopted [in the empirical 
studies]... is an under-specification which cannot 
be directly embodied in a cash flow valuation 
framework’ (p. 29). 

The less contentious parts of the book give some 
useful contributions on discounted cash flow in 
corporate decision making. A number of problems 
which are normally seen as short-run are shown to 
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be capable of DCF treatments. There are two 
useful papers on contract pricing and costing, and 
another paper deals with working capital analysis 
in a DCF context. A further paper treats break- 
even analysis in a long-term framework. 

Of the remaining; papers, three relate to cash 
flow models for a firm. The first starts with a 
present value model as an introduction to a ques- 
tionnaire survey of corporate financial planning 
practices. As the paper itself says, the results bring 
few surprises. The second modelling paper gives a 
‘multiperiod computer-based financial model’ 
adaptable for sensitivity analysis, with a student 
work assignment at the end. The third in this group 
treats the valuation of a business as a going 
concern, which relates back to the earlier CF-MVA 
model. r 
The last half dozen papers include a pair of cash 
flow case studies and two pieces responding to 
papers by other authors, one of them this reviewer. 
It is therefore not‘entirely disinterested to wonder 
what readers will make of such material divorced 
from the original papers. There is also an historical 
piece on SSAPIO reform and a more interesting 
final paper investigating cash flow models for 
bankruptcy prediction.. The latter is an area where 
cash flow might) be expected to shine, and the 
results compare well against the significant compe- 
tition of Altman’s‘Z and ZETA models. The 
traditional call for more research is appropriate on 
this topic. 

The book gives~no guidance on the intended 
audience, but there is much in it to interest aca- 
demics and their students. As far as the latter are 
concerned, it is a book for the library, where it 
could be used to provide contributions to an 
overall reading programme. 


University of Bristol l Don Egginton 
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The Concise Guide to Company Finance and its 
Management. R. E. Brayshaw. Chapman & Hall, 
1992. vi + 153 pp. £8.95. 


This slim daune one in a series 3 of Concise Guides 
to accounting, contains eighteen short chapters 
covering various aspects of company finance and 
its management: the financial environment (one 
chapter); investment appraisal (six chapters); 
market efficiency (one chapter); financing and 
dividend policy (four chapters); management of 
working capital (five chapters); and mergers and 
acquisitions (one chapter). Additionally, there is a 
list of seven references (although why just these 
seven when other authors are cited remains a 

mystery), together with an index 
This work claims to be all things to all people. 
Directed at undergraduates, MBA students, those 
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studying for.professional examinations, and busi- a 


nessmen, 
with ‘techniques, theories and institutional infra- 
structure, is clear, succinct and comprehensive, 
using worked examples, with little assumed math- 
ematical and statistical knowledge, thus enabling 
students to gain a full understanding of the subject. 

Brayshaw’s book, like this review, may be 
concise, but neither is comprehensive. The guide 
offers little on the institutional framework: there is 
nothing on the role of financial intermediaries nor 
on the problems faced by small companies when 
raising finance, which would. be of interest to 
businessmen. For the undergraduate there is a lack 
of underlying economic principles on which much 
of finance theory is based, such as the Hirshleifer 
model and, surprisingly, indifference curve analysis 
receives no attention. For the professional student 
decision trees are not included. More generally, the 
whole of international finance is omitted. 

Numerous worked examples“demonstrate tech- 
niques, but they tend to be on) superficial and 
straightforward subjects. For instance, many pages 
are taken up with illustrations of a funds flow 
projection, which, curiously, deals-with an actual, 
rather than a forecast, statement (pp. 106-110), 
and a cash budget (pp. 122-125) while more test- 
ing theoretical topics, examined in recent years 
by the ICAEW, are neglected. In the latter cat- 
egory two examples will illustrate the point. 
First, the treatment within the APV method of 
subsidised loans, although mentioned (p. 94), is 
ignored in the worked example, Second, the section 
on Miller’s analysis of the introduction of personal 
taxation into the capital structure decision (p. 89) 
states that ‘care must be exercised in translating 
this model to the UK’, yet the text fails to provide 
the formula. Similarly, the Black-Scholes option 
valuation formula, which jeer requires substantial 
statistical skill, is given (p82), but with no numeri- 
cal illustration showing how to use the model. 

All this highlights an imbalance between the 
various sections of the book; the level of detail is 
much greater for working capital management 
than for the more difficult topics, where readers 
may struggle to understand some of the expla- 
nations. In addition, ther are a number of errors 
and the text is not as up-to-date as it should be. 
For example, the formula for the riskiness of a 
project where returns are perfectly positively corre- 
lated is stated incorrectly (p. 54) and the disclosure 
requirements and notification times for persons 
acquiring shares in’a’company have been reduced 
from 5% to 3%, and from 5 to 2 days (Companies 
Act 1989, s. 134)*(p. 144). 

Brayshaw’s book is better when summarising 
theories and providing lists of key features. 
Students adore+such succinctness, since it saves 
them the aah searching out the relevant points 
from more voluminous works. Herein lies the 
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“danger of the guide. Indolent students will, unfor- 
tunately, treat it as a textbook, misguidedly relying 
on it totally and thereby gaining little in-depth 
understanding, rather than using it as a revision 
aid, for which, despite its faults, it would sëem 
more suited. 

I shall not be recommending this book to my 
students. 


University of Kent at Canterbury Peter Boys 


A Survey of the Valuation Practices of Professional 
Accounting Firms. Simon M. Keane. Institute of 
Chartered Accountants of Scotland, 1992. 27 pp. 


Professor Keane’s monograph briefly reviews the 
theory of valuation and reports on the result of a 
survey of the company valuation practices of 
sixteen Scottish accounting firms. As the sample 
included all of the ‘big six’ firms, his findings may 
well provide insights on valuation methods used 
elsewhere in the UK. Chapter 1 explains the basic 
DCF approach to valuation, and examines the way 
in which other valuation models (in particular, the 
earnings multiple approach) can be seen to be 
compatible with a DCF analysis. Chapter 2 
presents the results of a guided interview survey, 
the principal finding of which is that the P/E model 
is very clearly the dominant approach employed in 
practice, which is broadly similar to the findings of 
Arnold and Moizer (1984) and Day (1986) with 
respect to investment analysts. However, even 
more depressingly for finance academics, the re- 
sults appear to suggest an alarming lack of aware- 
ness amongst practitioners of such basic concepts 
as the error of applying a ‘proxy’ or ‘analogue’ 
historic P/E multiple to estimated future ‘maintain- 
able earnings’. Chapter 3 then goes on briefly to 
discuss the results, whilst Chapter 4 presents a 
conclusion which is (justifiably) rather critical of 
the practices concerned. 

Whilst this monograph is undeniably useful, and 
is to be welcomed as a contribution to our rather 
limited understanding of valuation practices, it 
does have serious weaknesses, mostly attributable 
to its very short length. Professor Keane’s objective 
appears to be ta report the findings of his survey, 
yet only three and a half (small) pages are devoted 
to this. This compares with the nine pages spent on 
a very basic explanation of alternative valuation 
methods. Usefully, he gives a summary of the 
questionnaire used to guide the interviews in an 
appendix, but the effect of this is to leave the reader 
wondering why he has not discussed the answers to 
some very interesting issues which he has raised in 
the interviews. For example, what do valuers mean 
by ‘maintainable earnings’? This is an intriguing 
question in the context of growth and inflation. 
And what (if any) account is taken of differing 
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capital structures when valuing companies? It is 
disappointing that the opportunity has not been 
taken to exploit fully the richness of material that 
presumably arose from this research. 

In his discussion of the results and conclusion, 
Professor Keane does not properly tackle the issue 
of the sensitivity of valuations to forecast error. 


' This seems critical, since it may be the case that 


valuations are more sensitive to the accurate fore- 
casting of future costs and revenues than to the 
application of a ‘correct’ capitalisation method. 
It is surprising, therefore, to find that there is 
little mention of forecasting methods in the 
questionnaire. In addition, little acknowledgement 
is given of the real difficulties which confront a 
valuer wishing to use a discounted free cash flow 
approach. These might include the size of the 
market risk premium (contrast a recent report in 
the Financial Times suggesting a figure of 2% with 
the 9% recommended by the London Business 
School Risk Measurement Service), the model 
to be used to reflect capital structure (active or 
passive debt management policies, and a Miller, 
Modigliani and Miller, or ‘intermediate’ equi- 
librium model?), the problem of personal taxation 
and whether a single or multi-index model of risk 
pricing should be used. 

This monograph has certain parallels with veg- 
etarian ‘nouvelle cuisine’; it whets the appetite but 
leaves one feeling hungry and wondering where the 
beef is. If overall length was such a constraint, 
many readers will no doubt wish that Chapter 1 
had been sacrificed in favour of a fuller discussion 
of the findings. All this seems a shame, because 
Professor Keane has undertaken an interesting 
piece of research. It 1s to be hoped that a more 
detailed analysis of the survey will be published 
elsewhere. 


University of Exeter Alan Gregory 


Financial Reporting, Information and Capital 
Markets. Michael Bromwich. Pitman, 1992. 
vili + 376 pp. £19.99. 


Michael Bromwich’s new text for second and 
third-year undergraduates and first-year graduate 
students attempts to integrate information 
economics with decision theory in a way that will, 
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lines of Hicks (although badly misinterpreting 
Hicks, I think, when it comes to incorporating 
uncertainty—see below). Chapters 6-9 develop, in 
turn, the notions of information economics along 
the lines of Demski, Beaver, Feltham, and others, 
attempting to establish what this body of 
knowledge can tell us about the development and 
reporting of accounting information. Having 
established at this point, Bromwich feels, a 
framework for ‘the production of ‘private’ 
accounting information, Chapters 10-12 turn to ` 
possible regulation, with involvement of 
government. Finally, almost as an afterthought, 
agency theory is brought into the framework in 
Chapters 13—14— Decision theory, information 
necessary for the making of decisions involving 
expectations about the future, and implications for 
accounting are, then, the essence, if perhaps 
an oversimplified Statement, of what I believe 
Bromwich is about. Bromwich is very careful, 
indeed cumbersome, about saying what he is about 
to do, and what he has done, at every stage. Yet 
this reader remains unclear about exactly what he 
is assuming, hence his argument. Let us try to 
follow Professor Bromwich through his thought 
processes, section by section. 

Bromwich’s treatment of Hicksian income under 
conditions of certainty in Chapters 3—4 is straight- 
forward. Hicks ex ante and ex post income under 
conditions of uncertdinty in Chapter 5 is something 
else. Bromwich ať one point says that Hicks 
‘intended to work generally with certain, rather 
than uncertain, numbers in planning but would 
occasionally “interpret these certain expectations 
as being those particular figures which best rep- 
resent the uncertain expectations of reality’’ 
(Chapter 8, page 173). For Bromwich, on the other 
hand, ‘Uncertainty will be assumed to be associ- 
ated only with the state of the environment which 
will reign....The returns to be yielded by all 
projects in each state of-the environment are 
assumed to be completely known.’ (page 27)! 

What Hicks and, I think, most people mean by 
‘uncertainty’ (the incorporation of which in our 
thinking was surely the essence of Value and 
Capital), is that individual expectations about the 
future very much play a a matters, but that 
individuals can diverge, one rom another, in their 
expectations (and probability éstimates of these) — 
even given identical information inputs. Bromwich 
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information with decision-making2 That this 
ex post concept, treated long ago by Solomons in 
his familiar article (1961), inevitably involves 
changes in subjective expeciations about an uncer- 
tain future (i.e. ex post income is V,,,+C,,,;— V, 
where the Vs are an individual’s expected values of 
future cash flows) does not bother Bromwich.’ For 
Bromwich, entrepreneurs are seen as projecting 
certainties (500 widgets to be sold at £10 each), and 
these ‘certain expectations’ be proven wrong 
only if ‘the (uncertain) environment’ changes. 
Neither a Microsoft bonanza, nor a General Mo- 
tors catastrophe, involving entrepreneurs some- 
times outguessing the market ‘and sometimes the 
reverse, seems really to. be apart of Bromwich’s 
framework, because all individuals (and therefore 
the market) see eye to eye on-potentials, given the 
state of public information at;the time. For those 
of us who might feel uneasy about this, Bromwich 
assures us (pp. 67-76) that, after all, the market 
is merely a collection of individuals’ subjective 
expectations. And this compode of individual 
expectations about the future in in some way 
be used to fashion “accounting information’ useful 
for prediction, hence decision-making. That is, 
Bromwich seemingly wishes to share markets 
to try to fashion accounting iiformation, rather 
than test, ex ante and ex post; the usefulness of 
accounting information against projections of the 
share market. N 

Further, nowhere in the Bromwich framework 
do ex post market values, other than those involv- 
ing cash flows of past periods, come into the 
analysis. Changing market values of the plant and 
equipment being invested in@-considerations that 
might contribute some objective information on 
the wealth involved in the investment, one would 
think—play no role in the Bromwich analysis. 
Information entering Bromwich’s decision-making 
framework includes - act cash flows that have 
occurred and future. flows that are expected. 
That is all. It is a for this reviewer to see how 


Serious students will appreciate Bromwich’s generally 
rigorous and logically developed presentation of fundamentals, 
although if not careful: they may be fooled, -as with his seeming 
proof of the propositionthat Hicksian Income is equal to the 
interest rate times the beginning t. value (ix V,_,) 
whereas in fact he is simply stating that well-known (and easily 
provable) proposition (p. 41). 

JAt the very end of\his 1961 piece Solomons mused that 
because of the mevitably subjective nature of ‘economic’ 
(Hicksian) income, ‘my own guess is that, so far as the history of 
accounting is concerned the next twenty-five years may sub- 
sequently be seen to have been the twilight of income measure- 
ment.’ He revised this’ judgment twenty-five years later (in "The 
Twilight of Income’ Measurement: Twenty-Five Years On’, 
Accounting Hist Journal, Spring 1987, pp. 1-6), not 
because of any Objectivity that security markets might provide 
for subjective t value figures of investors in plant and 
equipment, but rather, at least in part, because of the objectivity 
that current market value information on an asset’s worth may 
provide. j 
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this framework for accounting information -is 
going to be a great deal of help to the many kinds 
of external users who may have an interest in past, 
present and future performance of a particular 
business entity and would like as much objective 
information about this as they can find. 

In a sense, in this book everything turns on 
Bromwich’s model in these early chapters, built, as 
it is, on Beaver’s model. Stewardship—accounting 
information as the evaluation of past expectations 
and decisions—plays no role in the Bromwich 
exposition, as in the case of Beaver. Bromwich’s 
‘information economics’ chapters (6-9) are all 
future-oriented. While he tries to bring accounting 
information (almost inevitably about the present 
and past) into it, it never seems quite to come off. 

And when it comes to regulation, in Chapters 
10-12, Bromwich draws over and over again the 
implication that the FASB is with him in centering 
on a present value/expected future cash flows 
approach because the FASB (in Objectives of 
Financial Reporting by Business Enterprises, 1978, 
para. 37) has as its objective the reporting of 
‘information to help present and potential 
investors and creditors and other users in assessing 
the amounts, timing, and uncertainty of prospec- 
tive cash receipts. ..’. But Bromwich (and so many 
others) tend to ignore that in the 1978 ‘objectives’ 
document the FASB gives ‘equal time’ to two other 
objectives: ‘providing information about an enter- 
prise’s economic resources, obligations, and 
owner’s equity’ and ‘providing information about 
an enterprise’s financial performance during a 
period’. One can, I suppose, argue that the FASB 
could mean by resources the present value of 
expected future cash flows as seen by managers, 
and as a performance measure the ex post cash 
flows plus change in ex ante subjective views about 
future cash flows as seen by the firm’s managers. 
But the context of the FASB document hardly 
bears out such an interpretation. And Bromwich, 
in his Chapter 12 on “The Conceptual Framework 
Approach’, adds little to our understanding of the 
intricacies of such concepts as ‘representational 
faithfulness’, or the distinction between ‘compara- 
bility’ and ‘consistency’, and the like. 

If the agency theory considerations in Chapters 
13-14 had been built into the Bromwich analysis 
earlier on, it might, possibly, have contributed to 
the Bromwich case. We leave it to the reader to 
decide. 

Basically we Lose that undergraduate and 
graduate students will study Bromwich’s 
attempted extensions of Beaver and make their 
own minds up about this latest contribution to 
information economics, decision theory, and 
accounting data. It is clearly a scholarly treatise, 
worthy of careful study. 


University of Canterbury, NZ Philip W. Bell 
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Databases for Accounting Research. J. Board, P. 
Pope and L. Skerratt (eds.). Research Board of the 
Institute of Chartered Accountants in England and 
Wales, 1991. vii + 123 pp. £20. 


As described in the introduction, the background 
to this publication was a conference held in Sep- 
tember 1989 convened to consider ways of aiding 
researchers In the use of large accounting datasets. 
The objectives of the monograph are to provide a 
short yet comprehensive and readable guide as well 
as highlighting the strengths and weaknesses of the 
accounting datasets considered. 

The monograph is in three parts. The first covers 
a revlew and assessment of machine readable data- 
bases and the second section provides a summary 
of some data sources that may be useful to ac- 
counting researchers. The final part consists of a 
comparison of the databases covered in section I. 

The machine readable databases considered in 
section one consist of the Cambridge-DTT, 
Datastream, EXSTAT, the International Brokers 
Estimate System (IBES), the London Share Price 
Database (LSPD), and MicroExstat. 

The chapter on the Cambridge-DTI database 
provides a good description of the data and points 
out that the coverage changed significantly in 1977. 
Between 1948 and 1977 only listed companies were 
included and often only the larger ones, whereas 
after 1977 a stratified sample of all limited com- 
panies is incorporated, with the proviso that com- 
panies in the insurance, banking and finance areas 
are excluded. As well as a description of the data- 
base the chapter also contains information on the 
medium, cost, vendor, use and experience as well 
as some of the special characteristics of the data 
including a summary of problems that a researcher 
should be aware of. An appendix details the 
distribution of sample companies, 1948-1977, by 
industry and the annual distribution of companies 
for that period. This is a very useful resume for 
those using the database for the first time and the 
format of this chapter is used throughout the book. 

I found the chapter on IBES to be very informa- 
tive, particularly because it is a database that I am 
. not familiar with. The database contains forecasts 
of earnings per share for about 10,000 companies, 
including 4,000 based in the US and 1,000 in the 
UK. Again, useful information is provided on 
experience and access. 

Section JI consists of 13 chapters providing 
coverage, in considerably less detail than that 
provided in section I, of datasources including 
Acquisitions Monthly, Annual Reports from Com- 
panies House, Fame (financial analysis made easy), 
Financial Reporting, Form 20-F, Going Concern 
database, Investment Trust Index, ISE (Inter- 
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national Stock Exchange) Company Microfiches, 
MIRAC Annual Reporfs, PC Topic—Company 
News, Qualified Audit Report, and a Survey of 
Irish Published Accounts. These chapters serve to 
highlight the existence of datasources that some 
academics may not be aware of, but their useful- 
ness is severely diminished by the lack of detail. 

Section III consists of three chapters which 
compare databases. The first provides a compari- 
son of EXSTAT and Datastream, the second is on 
price consistency of stock price ‘data and LSPD 
and the third on Datastream and EXSTAT. The 
EXSTAT and Datastream chapter includes a rec- 
onciliation of the-respective accounting variables 
since both organisations make adjustments to the 
published figures in the accounts. Such an exercise 
necessitated the assistance of both commercial 
bodies. The authors conclude that EXSTAT is 
easier to access than Datastream and is more 
complete for the} period covered. However, 
Datastream has more years of data and is more up 
to date. Of considerable concern is that there 
appears to be/a high degree of disagreement 
between the two databases., 

A comparison’ of the LBS Share Price Database 
with Datastream shows that closing share prices 
reveal ‘a fair level of consistency but there were 
significant differences in the distribution of prices 
from the two sources and these could be material 
in the computation/of monthly returns’. Having 
attempted to use the datasets myself I have to 
concur with the authors’ conclusion that consider- 
able care must be (taken when using the databases 
for empirical research. 

The final chapten of the book on database 
mnemonics consists of a brief narrative together 
with a disk for accessing the LBS Share Price 
Database, Datastream and EXSTAT. 

Overall I consider the book to be extremely 
helpful to those interested in accounting research 
using databases primarily-on UK companies. The 
book should be of interest to-both UK and non- 
UK academic accountants. Each chapter is infor- 
mative and many highlight the problems involved 
in using the databases. Some chapters, particularly 
those in Section II, suffer as a result of brevity and 
this should be given some thought if a future 
edition is considered. In additi ion, a revised edition 
might include datasources of interest to those 
undertaking comparative international accounting 
research since there are sou available, albeit 
rather limited at present. One thought that did 
occur to me as I consulted tke- book was: to what 
extent does the availability of databases drive the 
research process? 


University of Exeter oy T. E. Cooke 
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On the Usefulness of Operating Income, 
Net Income and Comprehensive Income 
in Explaining Security Returns 


C. S. Agnes Cheng, Joseph K. Cheung and V. Gopalakrishnan* 


Abstract—This study evaluates the usefulness of three earnings definitions (operating income, net income and 
comprehensive income) in explaining residual security returns. Usefulness is measured in terms of relative 
information content and incremental information content. In the former, the goodness-of-fit of the return-earnings 
relationship is compared under each earnings definition. In the latter, the increase in goodness-of-fit due to additional 
earnings components is measured. Based on a sample that averages 922 firms a year for 18 years, the analysis shows 
that operating income weakly dominates net income, and that both operating income and net income dominate 
comprehensive income, in information content. The results also show that those items that account for the difference 
between net income and operating income have incremental information content, but not those between net income 
and comprehensive income. The practical and academic contributions of these findings are discussed. 


Introduction 


This paper evaluates the usefulness of three 
alternative measures of earnings: operating in- 
come, net income, and comprehensive income. 
‘Usefulness’ is defined as the goodness-of-fit 
(adjusted R2) in the regression of residual stock 
returns on earnings. Operating income is operating 
revenues net of operating expenses. Net income is 
the so-called ‘bottom line’ reported by firms under 
existing US accounting standards. Comprehensive 
income is the net change in equity during a period, 
excluding investments by and distributions to 
stockholders.! This research is motivated by the 
confusion regarding the definition of earnings. At 
the roots of this confusion are two schools of 
thought that have shaped the various definitions of 
earnings: the current-operating-performance view 
and the all-inclusive view. Based on the former, 
only normal and recurring items constitute earn- 
ings; non-recurring items such as extraordinary 
gains or losses are excluded from earnings. Based 
on the latter, the other extreme, all changes in 
stockholders’ equity with the exception of invest- 


ments by and distributions to stockholders consti- 


tute earnings. 

Under existing US accounting standards, earn- 
ings is defined as ‘net income’, which includes not 
only revenues and expenses from operations, but 


*The authors are, respectively, associate professor, College of 
Business Administration, University of Houston; associate pro- 
fessor and assistant professor, School of Business Adminis- 
tration, George Mason University. They acknowledge the 
helpful comments of two anonymous reviewers. 

'See below for computational details for these earnings 
measures. 


also non-operating gains/losses, extraordinary 
credits/charges, as well as credits/charges associ- 
ated with discontinued operations and change in 
accounting principles. In essence, earnings as 
presently reported in the US reflects a compromise 
between the two opposite schools of thought: being 
consistent with the all-inclusive view, yet highlight- 
ing operating performance at the same time. In 
earlier practice, the earnings definition was more 
consistent with the current-operating-performance 
view.’ More recently, on the other hand, many in 
the profession have advocated adopting the all-in- 
clusive view more completely. In the conceptual 
framework of financial reporting, in particular, the 
Financial Accounting Standards Board (FASB) 
has advanced the concept of ‘comprehensive in- 
come’, by which earnings would include ‘all 
changes in equity during a period except those 
resulting from investments by owners and distri- 
butions to owners’.* Although comprehensive in- 
come is currently not a reporting requirement, it 
has begun to gain recognition in the profession.’ In 
short, the profession has advanced at least three 
measures of earnings, adding to the ambiguity of 
the meaning of earnings. 

This ambiguity is basically due to the lack of 
consensus as to how much significance should be 


2APB No. 30. 

3 ARB No. 43, which took effect from 1953 to 1966, when it 
was superseded by APB No. 30. 

“FASB Concept No. 6, para. 70. 

‘For example, in an address to the (US): Federation of 
Schools of Accountancy in December 1991, Arthur Wyatt 
called on academics to assist accounting practice by evaluating 
the comprehensive income concept from a user perspective. 
Robinson (1991) is a further example. 
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attached to credits/charges in earnings that are not 
part of operating income. As a result, different 
analysts use different surrogates for earnings. For 
instance, when discussing the concept of price- 
earnings ratio, most finance texts seem to suggest 
using earnings per share as reported, a statistic 
based on net income.° In their study of price- 
earnings ratios, however, Beaver and Morse (1978) 
compute earnings as earnings before extraordinary 
gains/losses, thus departing from net income. As 
another example, Patell and Wolfson (1984, p. 231) 
suggest that investment advisers typically redefine 
earnings based on reported net income, by exclud- 
ing extraordinary items and the like. Yet, as Lev's 
(1989) review article indicates, most academic 
studies of the relationship between stock prices and 
earnings routinely rely on the net income definition 
of earnings, which includes extraordinary items as 
part of earnings. 

This study aims to help grapple with the con- 
fusion arising from multiple earnings definitions by 
providing evidence on their relevance to Investors. 
The analysis consists of two parts. One part exam- 
ines the relative information content of the three 
earnings measures, by comparing the adjusted R’s 
of the three regressions. The other part examines 
the incremental information content of those earn- 
ings components that are not part of operating 
income, by assessing the increase in adjusted R’s 
resulting from having such components as ad- 
ditional explanatory variables in the regression. 
That R? is an appropriate gauge of usefulness has 
been established in the literature. Campbell 
and Shiller (1988) and Roll (1988) are examples. 
A demonstration of the relationship between 
earnings usefulness and R°? can also be found in 
Lev (1989, pp. 186-188). 

A knowledge of the relative information content 
of alternative earnings measures will be useful 
when one’ needs to map enterprise performance 
into a single earnings number. For example, when 
quoting a price-earnings ratio or a firm’s earnings 
growth, one needs an earnings number that most 
appropriately reflects the firm’s performance. As a 
further example, in research such as Ball and 
Brown (1968) on the price effect of earnings an- 
nouncements or Easton and Zmijewski (1989) on 
cross-sectional regression of price .on unexpected 
earnings, one needs to identify a measure of 
earnings supposedly most relevant to investors. 
Evidence on the relative information content of 
competing measures of earnings will help formu- 
late an earnings construct for such purposes. 

In other instances, however, earnings is viewed 
as the sum effect of various activities with unequal 
economic significance. In such cases, earnings is 
best measured as the sum of several distinct com- 


*For instance, see Brealey and Myers (1984, p. 576) and 
Franks et al. (1985, p. 342). 
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ponents (operating income, non-operating gains/ 
losses, and other credits/charges) under the as- 
sumption that such components have unequal 
bearings on the firm’s value. In security analysis, 
for example, one might attach a stronger stock 
price significance to the firm’s operating per- 
formance than to its gains/losses arising from non- 
recurring transactions (Foster, 1986, pp. 
216~-217).’ In setting accounting standards, as a 
further example, one might opt for a simpler 
definition of earnings by disclosing non-operating 
credits/charges via other means if such items prove 
to have insignificant price effects. Evidence on the 
incremental information content of such earnings 
components will help evaluate whether a multi-step 
formulation of earnings, such as the prevailing 
model in the US, is meaningful. 

Our empirical analysis is based on 18 years of 
annual data, from 1972 to 1989. with an average 
of 922 firms per year. Residual returns are re- 
gressed on earnings (i) year-by-year, and (ii) year- 
by-year but separating the sample firms into 
(broadly defined) industry categories. The associ- 
ated adjusted R°s are compared. The overall find- 
ings are as follows. Operating income has the 
highest association with residual returns, followed 
by net income. This result suggests that, if firm 
performance is to be mapped intc a single earnings 
number, only operating revenues and expenses 
should be included. However, the results also 
indicate that, for most industries, non-operating 
credits/charges have incremental information con- 
tent. Thus, the current multi-step formulation of 
earnings is of relevance to investors. 


Methodology and hypotheses 


The Basic Model 
The basic model is a cross-sectional regression of 
abnormal returns on both change in earnings ` 
and level of earnings. Easton and Harris (1991, 
pp. 32-33) have deduced this model from Bail and 
Brown (1968), Beaver and Morse (1978), and 
Brown et al. (1987), and have tested it empirically. 

For any firm in period t: 


AR, a O, + @, AÁA,/P,_, 
T: (A, —A,_,)/P,_; + š, (1) 


where AR, is abnormal return, A, is earnings (to be 
defined), and P,_, is security price at the beginning 
of the period. As a check on the validity of (1), the 
entire empirical analysis here is repeated by drop- 
ping the earnings-level variable since change-in- 
earnings is traditionally the only variable used in 


7 Although most non-operating gains end losses have little 
cash flow consequence for the firm, they could none the less 
have a stock price effect to the extent tha: they affect earnings 
which in turn affect the political and debi-related costs of the 
firm (Watts and Zimmerman, 1986, chs 9 and 10). 
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such a relationship. However, the two sets of 
results are qualitatively the same, so only those 
results based on (1) are reported below. 


Computing Abnormal Returns 

The dependent variable in (1) is estimated via 
two approaches. One follows the standard market 
model methodology. That is, for each firm in the 
sample, we estimate: 


R, = a + BR, + n, (2) 


using 60 monthly-return observations prior to the 
month when residual accumulation begins, R, 
being the monthly security return and R being the 
equal-weighted monthly market return index from 
the tapes constructed by the Center for Research 
in Security Prices (CRSP) of the University of 
Chicago. Abnormal return is computed as the 
prediction errors using the parameters estimated 
via (2), cumulated over a 12-month period, from 
9 months prior to 3 months after the fiscal year 
end. 

As pointed out by Bernard (1987), if the returns 
in (2) are sampled from common time periods, the 
market model methodology potentially gives ab- 
normal returns that are cross-sectionally depen- 
dent, thus producing biased standard errors for the 
slope coefficients in a cross-sectional analysis such 
as the present one. To overcome this problem 
partially, an alternative method is to include an 
industry index, and the empirical analysis is re- 
peated using the residual returns so estimated. In 
this second approach, for a firm that is in industry 
k, we estimate: 


Ry = 0° + P Rmt $L, + ni (3) 


where J,, is the k-th industry factor, computed as 
the simple average of the returns on all the firms 
in the industry. Otherwise, the computational pro- 
cedures remain the same. Although controlling for 
industry effects is not the ideal solution (Bernard, 
1987), the technique is commonly held to be useful 
for partially overcoming the cross-sectional depen- 
dence problem (Collins et al., 1981).8 Nonetheless, 
the two sets of results are qualitatively the same. In 
order to allow the present study to be compared 
more easily with previous studies, we present only 
those results associated with the market model. 


Evaluating Relative Information Content 

To compare the information content of the three 
earnings definitions, we estimate model (1) three 
times in each period, with 4A, measured as operat- 
ing income (OT), net income (NI), and comprehen- 
sive income (CI), respectively, and compare the 


8It will be helpful to note that the cross-sectional dependence 
problem potentially biases the variances of the slope co- 
efficients. The present analysis evaluates the difference in R? 
rather than the statistical significance of the slope coefficients. 
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adjusted R?s of the three regressions. That is, we 
estimate: 


AR, = @, + ©, OI, + ©, AOI, + O, (4) 
AR, = ©) + ONI, + OZ ANI, + o; (5) 
AR, = 05 +0 CI +07ACL +07 (© 


where A denotes change from ¢—1 to t. The 
related null hypotheses are: 


Hl: Rd, ~ Ri, = 0 
H%: Rà — Ra = 0 
H3: Ry — R2, = 0 
where R2, is the adjusted R? of the regression using 
OI as the definition of earnings, etc. 


Evaluating Incremental Information Content 
For this analysis, we calculate the increase in 
adjusted R? going from model (4) to: 


AR, = Yo + Yı OI, T Yı AOT, 
+y, NIMOI, + y ANIMOI +u, (7) 


where NIMOI denotes net income minus operating 
income, and from (7) to: 


AR, = Ao + À, OL, + A, AOI, 
+ 4;NIMOI, + 4,ANIMOI, 
+A,;CIMNI,+4,ACIMNI,+2/ (8) 


where CIMNI denotes comprehensive income 
minus net income. Thus, the related null hypoth- 
eses are: 

Há: Ryimouor 


and 


= JD , em 
= ROLNIMO1 g Ro =0 


. p2 _— p? 2 oe 
H5,: RCIMNIOLNIMOI = R OLNIMOLCIMNI — ROLNIiMOI = 0 


where R}, denotes the increase in adjusted R? due 
to variable p, conditional on variable q, and R4, 
denotes the adjusted R? due to p and g.° 


Controlling for Intertemporal and Cross-Sectional 
Differences 

The return-earnings relationship is estimated (1) 
by year and (ii) by year but with sample firms 
separated into several major industry categories. 
Production technologies, input and output mar- 
kets, regulations and accounting standards change 
over time. Thus, one would expect the return- 
earnings relationship to vary over time. Estimating 
the relationship year by year will reduce specifica- 
tion errors caused by this intertemporal variation. 


9]n nested models, the increase in R? associated with adding 
an explanatory variable is consistent with the F-test indicating 
that the explanatory variables are jointly significant. Thus, 
measuring the increase in adjusted R? can be interpreted as a 
measure of the marginal contribution of the added explanatory 
variable. See Kmenta (1986, pp. 593-595) for example. 
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In addition, prior research such as Collins and 
Kothari (1989) has shown that one could further 
reduce specification errors by holding constant 
industry effects, since firm characteristics and in- 
dustrial norms tend to change over time. We 
therefore estimate the return-earnings relationship 
by major industry categories in each year. To 
separate the firms into industry categories, we use 
the first digit of each firm’s SIC classification. This 
approach potentially results in more cross-sec- 
tional specification errors than a finer classifi- 
cation, such as one based on the first two digits of 
each firm’s SIC. However, our approach is dictated 
by the need to have sufficient degrees of freedom 
in each industry category. 


Data and summary statistics 


The sample period spans 18 years, from 1972 to 
1989. There is an average of 922 firms in each of 
the 18 years, giving a total of 16,604 observations. 
The sample was selected using the following cri- 
teria: (a) that data for calculating the three earn- 
ings measures, for adjusting for stock splits and 
stock dividends, for the number of shares out- 
standing, and for beginning-of-year stock prices 
are available on the 1991 Compustat tapes; and (b) 
that monthly return data are available from the 
CRSP Monthly Return File for 69 months prior to, 
and three months after, the fiscal year end." 


Earnings Definitions 
In the Compustat tapes, earnings are defined as 
follows: 


Operating Income before Depreciation (Item 4+ 13) 
— Depreciation and Amortisation (+ 14) 
+Non-operating Income/Expense 

= Pretax Income 

—Income Taxes 

=Income before Extraordinary Items 

+Items from Discontinued Operations 
+Extraordinary Items 

= Net Income (+ 172) 


Using data retrieved from the tapes, we compute 
the three earnings measures as: 


(i) OI = Operating Income before Depreciation 
(+ 13) — Depreciation (+ 14)." 


We use 60 observations to estimate (2). A stock is included 
if it has at least 30 observations. 

H This is essentially the EBIT (earnings before interest and 
taxes) variable commonly used in finance texts when the 
valuation of a firm is discussed. From the Modigliani-Miller 
Proposition I with taxes, one could show that S = EBIT 
(1 — T/K + (T — 1)D, where S is the value of equity, T is the 
corporate tax rate, K is the required rate of return for an all 
equity firm, and D is the market value of debt (Brigham and 
Gapenski, 1984). Holding 7 and D constant, S is positively 
correlated with EBIT, thus justifying our hypothesis that 
returns and operating income before interest and taxes are 
linearly related. 
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(i1) NI = Net Income (+172). 

(iii) CI = Change in Retained Earnings (+ 36) + 
Preferred Dividends (+ 19) + Common 
Dividends (421). 


All three measures of earnings were calculated 
on a per-share basis using shares of common stock 
outstanding (4:25), adjusted for stock splits and 
stock dividends (#27). Each earnings per share 
variable was then scaled by the beginning-of-year 
common stock price (+24). Based on the data so 
collected, we exclude the highest 1% and the lowest 
1% of the data from the analysis in order to 
remove outliers in the earnings variables. 


Summary Statistics 

Table 1 presents some of the descriptive statistics 
of the three earnings variables. For example, the 
first row shows that there are 647 sampie firms for 
1972. In that year, average OI of the 647 firms was 
15-5 cents per dollar of stock price; NI, 7:3 cents; 
and CI, 6-3 cents. One of the reasons why average 
OI exceeds average NI is that we computed OI 
before interest and taxes. But it also seems that 
other non-operating items tend to be net charges to 
revenues on the average, as indicated by average 
NI being larger than average CI. Based on the 
overall averages in the last row, the coefficients of 
variation (standard deviation divided by mean) are 
0-76 for OF, 1-13 for NI and 1-38 for CI. Thus, OI 
seems to have the least cross-sectional variation, 
while CI has the largest, and this tends to be true 
for the individual years as well. 

Table 2 presents the product-moment corre- 
lations of the earnings level variables, with data 
pooled over time and across firms. The results 
show that OI and NIMOI are sufficiently corre- 
lated to pose a problem of collinearity. Conse- 
quently, the related slope coefficients have to be 
interpreted with care.” 


Results 


Relative Information Content 

Models (4)-(6) are estimated in two ways, pro- 
ducing two sets of adjusted R*s. First, they are 
estimated year by year, pooling all sample firms 
available for each year. This results in 18 adjusted 


When the OLS assumptions hold, the t-test of significance 


of an individual explanatory variable is consistent with the 
F-test of the overall significance of the regression, which is itself 
consistent with the increase in R* as a result of adding the 
variable. This is no longer true when the added explanatory 
variable is collinear with the existing variable. In such a case, 
the ‘-value of the coefficient of the added variable will be biased 
downward, thus leading to a conclusion of insignificance. On 
the other hand, the R? of the regression might indicate that the 
added variable contributes to the model’s explanatory power 
because the R? assesses the overall significance of the full model. 


` aan) 
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Operating Income 
(Of) 


Mean S.D. 


0.155 
0.188 
0.312 - 
0.430 
0.351 


0.288 
0.328 
0.344 
0.288 
0.254 
0.221 
0.207 
0.189 
0.175 
0.148 
0.147 
0.176 
0.165 
0.242 


R*s under each model, which are presented in 
panel A of Table 3. Second, for each year we 
separate the sample firms into seven major industry 
categories using the first digit (from 1 to 7) of each 
firm’s SIC classification, and the regressions are 
run by industry category.” This is done for each of 
the 18 years, resulting in a total of 126 regressions 
under each model. We then average the adjusted 
R? over time for each industry category. This gives 
seven adjusted R? averages under each model, 
which are presented in panel B of Table 3. A 
comparison of the adjusted R’s in panel A with 
those in panel B indicates that controlling for 
industry effects is a useful procedure. Compare the 
mean adjusted R’s for instance; they range from 
0-072 to 0-132 in panel A, but from 0-106 to 0-149 
in panel B. The increase in mean adjusted Rs for 
the OI, NI, and CI models are, respectively, 13%, 
28% and 47% by controlling for industry. This is 
a fairly substantial gain in explanatory power 
considering that only the one-digit SIC classifi- 
cation of industry is used. From this, one could 
extrapolate that a finer classification by industry 
would further reduce specification errors of the 
regression models (4)}-{6). 

An inspection of both panels of Table 3 gives the 
impression that, as an appropriate mapping of 
corporate performance into a single earnings num- 
ber, OI dominates NI, which in turn dominates CT, 


H Industry categories 0 and 8 were dropped because they did 
not give a sufficiently large sample size. 
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Net Income Comprehensive Income 


(ND) (CT) 


Mean 


0.073 
0.091 
0.138 
0.192 
0.167 
0.134 
0.157 
0.175 
0.139 
0.116 
0.091 
0.087 


S.D. 


0.066 
0.083 
0.123 
0.145 
0.124 
0.121 
0.109 
0.116 
0.121 
0.122 
0.145 
0.129 


Mean 


0.063 
0.083 
0.125 
0.166 
0.145 
0.117 
0.136 
0.158 
0.120 
0.090 
0.072 
0.059 


S.D. 


0.071 
0.087 
0.123 
0.151 
0.129 
0.125 
0.113 
0.122 
0.124 
0.126 
0.156 
0.142 


0.055 
0.072 


0.107 





0.077 
0.061 
0.051 


0.125 
0.144 
0.127 
0.117 
0.126 
0.131 
0.121 


0.063 
0.051 
0.045 
0.054 
0.062 
0.046 
0.092 


0.132 
0.148 
0.137 
0.125 
0.134 
0.136 
0.127 


0.057 


as indicated by the fact that the adjusted R2s under 
(4) exceed those under (5) which in turn exceed 
those under (6). Panel A of Table 4 strongly 
reinforces this impression. It shows that hypothesis 
H1 can be rejected in favour of OI having more 
explanatory power than NI. Hypotheses H2 and 
H3 are similarly rejected, suggesting that OI dom- 
inates NI, which in turn dominates CI, in terms of 
being correlated with residual returns. However; 
this conclusion is weakened somewhat after con- 
trolling for industry effects. Panel B of the table 
shows the H1 is rejected at the 0-05 level or better 
for only two industry categories, indicating that OI 
only dominates NI weakly. The panel, though, 
shows that CI remains the least useful in explaining 
returns, as indicated by the rejection of H2 and H3 
for several of the seven industry categories. ` 


Incremental Information Content 

Table 5 is constructed similarly to Table 3, 
except that it compares the adjusted R2s of models 
(4), (7) and (8). Panel A of the table shows that, by 
and large, model (8) does better than model (7), 
which in turn does better than model (4). Consider 
1972 for instance: model (8) has an average ad- 
justed R? of 0-134, exceeding the 0-128 average 
under model (7), which in turn exceeds the 0-103 
average under model (4). There are 14 other cases 
similar to 1972, thus strongly indicating the useful- 
ness of non-operating and extraordinary items in 
explaining returns. Panel B shows that running the 
regressions by industry categories leads to similar 
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Table 2 
Cross Correlations of Independent Variables 


CIMNI 


—0.11* 

—0.10* 
0.28* 
0.06* 
1.00 


CI 


0.62* 
0.93* 
1.00 


NIMOI 


—0.76* 

—0.06* 

—0.03* 
1.00 


OI 
1.00 


NI 


0.68* 
1.00 


OI 
NI 
CI 
NIMOI 
CIMNI 


*Significant at the 0.01 level in a two-tailed test. 


Table 3 


A Comparison of the Goodness-of-fit of Models 


(MHO) 


Panel A: Year by year comparison 
Adjusted R? for Models 


Year 


1972 
1973 


(4) 
0.103 
0.124* 
0.167" 
0.181" 
0.198" 
0.269" 
0.161" 
0.124" 
0.056° 
0.154 
0.111" 
0.150" 
0.131 
0.083* 
0.021" 
0.171% 
0.073" 
0.106* 
0.132* 


(5) 


0.108 
0.124" 
0.120 
0.106 
0.125 
0.165 
0.103 
0.089 
0.054 
0.161" 
0.048 
0.082 
0.134* 
0.078 
0.006 
0.168 
0.065 
0.100 
0.102 


(6) 


0.113* 
0.110 
0.121 
0.099 
0.100 
0.113 
0.062 
0.057 
0.044 
0.134 
0.027 
0.046 
0.111 
0.076 
0.003 
0.128 
0.058 
0.096 
0.072 





conclusions. Based on both panels, therefore, one 
gets the impression that variations in residual 
returns can be better explained by adding non- 
operating earnings components to operating in- 
come. 

This impression is addressed by hypotheses H4 
and HS5, the test results of which are presented in 
Table 6. Panel A of the table shows that H4 is to 
be rejected at the 0-01 level. Thus, those earnings 
components that make up the difference between 
net income and operating income have usefulness 
in explaining residual returns. Similarly, H5 can be 
rejected at the 0:01 level. Thus, those earnings 
components that make up the difference between 
comprehensive income and net income are also 
perceived to be useful by investors. These findings 
are altered somewhat when controlling for industry 
effects. In panel B of the table, H4 continues to be 
rejected in five of the seven industry categories, 
which supports the finding in panel A. Panel B, 
however, shows that HS5 can be rejected only for 
industry category 3, thus failing to support the 
result in panel A. 

The rejections of H4 in each of the two panels 
is consistent with the relative information content 
test results. In these earlier tests, OI was shown 


Panel B: Industry-wise comparison 
Average Adjusted 
R? for Models 


weakly to dominate NI in terms of usefulness. One 


First Digit would therefore expect earnings components that 


SIC 


1 Mining and 
minerals 

2 Food, textile, 
paper 

3 Rubber, metal, 
machinery 

4 Transportation 

5 Wholesale and 
retail 

6 Banks, insurance 

7 Hotels, services, 
pictures 

Mean 


“Indicates the highest adjusted R2 in each row. 


(4) 
0.132" 


0.123" 


0.154" 
0.166" 


0.178" 
0.133 


0.162" 
0.149" 


(5) 


0.123 


0.097 


0.108 
0.140 


0.125 
0.165" 


0.162* 
0.131 


(6) 


0.089 
0.082 


0.089 
0.104 


0.093 
0.152 


0.134 
0.106 





make up the difference between the two income 
measures to have information content. Similarly, 
these earlier tests show that both OI and NI 
dominate CI, which is in keeping with the finding 
that those earnings components that make up the 
difference between comprehensive income and net 
income are of marginal usefulness. 


Conclusion 


There is currently no consensus as to how best 
to measure earnings. Multiple measures of the 
construct exist, and most have received endorse- 
ments in some way. Security analysts, for instance, 
are inclined to view earnings without the compli- 
cations of extraordinary gains and losses. The 
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Table 4 
Test of Hypotheses H1-H3 


D oa 
H3,: Ree ao 


Panel A: 

Pooled sample 

(panel A of Table 3) 
Panel B: 

Categorised by industry 
(panel B of Table 3) 

1 Mining and minerals 

2 Food, textile, paper 

3 Rubber, metal, machinery 
4 Transportation . 

5 Wholesale and retail 

6 Banks, insurance 

7 Hotels, services, pictures 


— R? ,= 0 
= 0 


HI, 
3.67*** 


0.34 
1.76* 
3.79*** 
1.17 

rA E b 


— 1.09 


0.71 


H% 
4.58*** 


1.95* 
2.74** 
5,59*** 
2.53** 
3.24*** 


' —0.70 


0.76 


H3, 
4,.78*** 


3.00*** 
3.42*** 
3,3)" "* 
2.76** 
4,53*** 
0.49 
0.38 


*, ** and *** indicate statistical significance at the 0.10, 0.05 and 0.01 levels, 


respectively. 


FASB and others, on the other hand, have pro- 
posed an earnings measure closer to the all- 
inclusive view. Under existing accounting stan- 
dards in the US, earnings is measured as net 
income, a formulation that emphasises operating 
income, yet includes gains and losses that seem to 
have little relevance for forecasting the firm’s fu- 
ture cash generating ability. Motivated by this 
confusion about earnings, this study seeks to ad- 
dress the usefulness of three definitions of it in 
explaining residual returns. Although being rel- 
evant to investors is not the sole criterion upon 
which earnings should be defined, it is nonetheless 
one of the most crucial considerations. Empirical 
evidence from such an analysis can help analysts 
and policy setters make more informed decisions as 
to what to include in earnings. The methodology 
of the analysis is primarily cross-sectional re- 
gression of residual returns on earnings. Usefulness 
is defined as goodness-of-fit of the regressions. The 
analysis is conducted from two perspectives: rela- 
tive usefulness and incremental usefulness. The 
former compares the explanatory power of the 
competing earnings definitions; the latter, the in- 
cremental explanatory power of the earnings com- 
ponents that are not included in operating income, 
conditional on having operating income measures 
as explanatory variables. 

Based on a fairly large sample selected over 18 
years, the analysis leads to two generalisations. 
First, operating income, a measure uncomplicated 


"We are prateful to one of the referees for this observation. 





by extraordinary gains/losses and other non- 
operating credits/charges, weakly dominates net 
income in terms of relative information content, 
and both operating income and net income 
dominate comprehensive income. Since the three 
earnings definitions differ in the extent to 
which they include gains/losses unrelated to the 
firm’s operating activities, one can interpret the 
results as indicating that investors attach more 
value to operating items than to non-operating 
items. 

The second generalisation is that, conditional on 
operating income being an explanatory variable, 
adding non-operating gains/losses as additional 
explanatory variables will increase the ability to 
explain residual returns. More specifically, those 
non-operating items presently included in the net 
income definition have incremental information 
content. This finding complements the previous 
one. In the test of relative information content, we 
impose an either/or kind of restriction on the 
non-operating items. The dice is loaded against 
them, even if they are in fact useful but less so than 
operating items.'* Consequently, we are not able to 
find that net income has more information content 
than operating income. The test for incremental 
information content basically reveals this con- 
straint: when the either/or restriction is lifted under 
this alternate test, non-operating items in net in- 
come appear to contribute to explanatory power. 
This result provides reassurance for the US ac- 
counting standards which define earnings as net 
income. 
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Tabie 5 
An Evaluation of the Incremental Explanatory 
Power of Earnings Components 


Panel A: Year by year comparison 
Adjusted R2 for Models 
Year (4) (7) (8) N 


1972 0.103 0.128 0.134" 647 
1973 0.124 0.148 0.149 680 
1974 0.167 0.172 0.173" 699 
1975 0.181" 0.179 90.179 697 
1976 0.198 0.201" 0.199 731 
1977 0.269 0.271 0.272" 862 
1978 0.161 0.171 0.172" 905 
1979 0.124 0.131 0.137* 934 
1980 0.056 0.070 0.075" 977 
1981 0.154 0.195" 0.195% 983 
1982 0.111 0.110 0.120* 971 
1983 0.150 0.151 0.155" 1017 
1984 0.131 0.1677 0167 1045 
1985 0.083 0.104 0.105" 1042 
1986 0.021" 0.001 0.001 1087 
1987 0.171 0203 0.204" 1118 
1988 0.073 0.087" 0.087" 1122 
1989 0.106 0.134 0.135" 1087 
Mean 0.132 0.146 0.148" 922 


Panel B: Industry-wise comparison 
Average Adjusted 
First Digit R? for Models 
SIC (4) (7) (8) 
1 Mining and 
minerals 
2 Food, textile, 


0132 0.172 0.181" 


paper 0123 0.147 0.148" 

3 Rubber, metal, 
machinery 

4 Transportation 

5 Wholesale and 
retail 

6 Banks, insurance 

7 Hotels, services, 
pictures 

Mean 


0.154 
0.166 


0.164 
0.211 


0.168" 
0.220" 


0.178 
0.133 


0.195* 
0.194" 


0.193 
0.192 


0.162 
0.149 


0.209 
0.184 


0.225" 
0.189" 


“Indicates the highest adjusted R? in each row. 


As for the usefulness of comprehensive income, 
the results can be interpreted in two opposite ways. 
On the one hand, it is apparent that there is very 
little incremental explanatory power attributable 
to those earnings. items that account for the 
difference between comprehensive income and net 
income. Since comprehensive income is also domi- 
nated by the two other income measures in terms 
of relative usefulness, one could argue that com- 
prehensive income has little relevance for investors. 
On the other hand, one could interpret the results 
as suggesting that investors are fixated on net 
income. That is, earnings items between net income 
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and operating income are found ta have incremen- 
tal information content because they have been a 
part of net income for quite some time. This 
interpretation would predict that, if the compre- 
hensive income definition is ever adopted, it too 
would appear relevant to investors over time. This 
should be an interesting issue for further investi- 
gation. 

A practical implication of these findings is that, 
in situations where one has to define earnings as a 
single number, such as computing a price-earnings 
ratio, it would be appropriate to leave out non- 
operating gains/losses. The results also have an 
important bearing on academic research that ad- 
dresses the price-earnings relaticnship. As Lev 
(1989) reviews, the typical R? from such studies is 
disappointingly low. Lev suggests that one way to 
improve the goodness-of-fit is to improve the qual- 
ity of the earnings variable. Consistent with 
this suggestion, the evidence here indicates that 
using earnings as reported as the explanatory 
variable, as the vast body of research has done, is 
bound to bias the R? downward. Our results 
suggest that deñning earnings as operating income 
when only one earnings variable is used, or de- 
composing earnings as reported into operating and 
non-operating components when more than one 
earnings variables are allowed, will improve the 
goodness-of-fit or, alternatively, reduce the specifi- 
cation error in the return-earnings relationship. 


Table 6 
Test of Hypotheses H4-H5 


š 2 È 
H4: Ronimoi — Ro, = 0 
H5,: ROLNIMOLCIMNI — AS OLNIMO! = 0 


H4, 
z Eey aidi 


H So 

Panel A: 

Pooled sample 

(panel A of Table 5) 

Panel B: 

Categorised by industry 

(panel B of Table 5) 

l Mining anc minerals 

2 Food, textile, paper 

3 Rubber, metal, 
machinery 

4 Transportation 

5 Wholesale and retail 

6 Banks, insurance 

7 Hotels, services, 
pictures 


2 84**= 


1.98* 
2.96*** 


L15 
0.29 


2:25. 
4.36*9* 
1.61 
2.937** 


2.46** 
1.71 
— 0.44 
— 0.22 
2.47** 0.94 


* ** and *** indicate statistical sigmficance at the 
0.10, 0.05 and 0.01 levels, respectively. 
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Pastoral Accounting in Pre-Federation - 
Victoria: A Case Study on the ° > 


Jamieson Family 


Garry D. Carnegie* 


Abstract—This Australian study of the surviving pre-Federation pastoral accounting records of the pioneering 
Jamieson family in the Western District of Victoria examines the structure and usage of accounting information 
prepared in an isolated setting in a time-specific context. The study endeavours to identify the key variables affecting 
the accounting practices observed for one particular case of pastoral industry management throughout the fifty years 
to 1900. Although further research of other sets of surviving Western District pastoral accounting records is necessary 
to provide more generalised results, tentative conclusions are drawn about the impact of cultural, educational, legal, 
political, professional skill and economic factors as key explanatory variables. 


Introduction 


The pastoral industry in Victoria developed rap- 
idly from the mid 1830s when white pastoral settle- 
ment commenced. The Western District of Victoria 

(then part of the Colony of New South Wales) was the 
first district settled for pastoral pursuits and is still 
regarded as a rich pastoral region. In their foreign 
environments where towns and cities were few and 
professional skills were in short supply, nineteenth 
century pastoralists were required to apply a di- 
verse range of skills to survive in a harsh isolated 
setting. Throughout the pre-Federation period to 
31 December 1900, the pastoral industry was a 
major one in the flourishing Colony of Victoria.’ 
Apart from a study by Gibson (1979a), there is 
very little known about the nature of pastoral 


accounting information prepared in this period.’ 


*The author is in the Faculty of Management, Deakin 
University. He thanks Lee D. Parker, Shahid Ansari, Gordon 
Forth and two anonymous referees for their most helpful 
comments on earlier drafts of this paper. Thanks are also 
extended to those who commented on a previous draft of the 
paper in a Deakin University, Faculty of Commerce, research 
seminar, This paper also reflects the helpful comments received 
from those who attended sessions where an earlier version of the 
paper was presented at the 1992 British Accounting Association 
Conference at Warwick University and the 1992 European 
Accounting Association Congress in Madrid. Sincere thanks 
are expressed to Mr Robert Jamieson No. 3 MBE and other 
members of the Jamieson family for their generous co-operation 
and assistance. 

! Federation of the six colonies within Australia into the 
Commonwealth of Australia took place on | January 1901. On 
Federation, the colonies became known as States (see Turner, 
1973, pp. 327-356, which was first published in 1904). 

7An instance of New South Wales station accounting in 1913 
is featured in Gibson (1974) who reported on John A. Roger- 
son’s recollections of station bookkeeping and accountants. 
John A. Rogerson was born in 1897 and had extensive pastoral 
management experience in both New South Wales and 
Queensland. 


To the writer’s knowledge, there have been no 
published studies of the structure and usage of 
accounting information prepared in pre-Federa- 
tion pastoral industry management in the Western 
District of Victoria. This study of the surviving 
pre-Federation accounting records? of the pioneer- 
ing Western District Jamieson family aims ‘to 
elucidate the structure and usage of the accounting 
information maintained for one instance of pas- 
toral industry management to 1900 and to identify 
the key variables affecting the accounting practices 
observed. Although tentative conclusions are 
drawn about the impact of cultural, educational, 
legal, political, professional skill and economic 
factors, there is no attempt to rank these key 
variables in order of importance. 


Environmental factors 


This study acknowledges that there are many 
important environmental factors which influence 
accounting. Farmer and Richman (1966, pp. 
75-80), in developing a conceptual framework for 
analysing differences in international business.. 
practices, organised environmental character- 
istics into four major groups: educational, 
legal and political, economic, and cultural. Such . 
factors are seen to affect accounting practices as’. 
accounting provides information about business 
activity (Arpan and AlHashim, 1984, p. 4; 
Arpan and Radebaugh, 1985, p. 13). Educational 


3Most of the Jamieson family's pre-Federation accounting 
and other records are held in private archive under the control 
of Mr Robert Jamieson No. 3, while some records dating from 
1894 are held in deposit 6 (AML & F) at The Archives of 
Business and Labour, Australian National University, Can- 
berra. 
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characteristics include the degree of literacy, the 
availability and level of formal education and the 
basic orientation of the educational system (Arpan 
and Radebaugh, 1985, pp. 15-17). Legal and pol- 
itical factors include the nature of the legal system, 
the type of laws adopted including tax law, and 
the political freedom of a country (Arpan and 
Radebaugh, 1985, pp. 19-20; Belkaoui, 1985, 
pp. 42-44 and 47-49; Nobes and Parker, 1991, 
pp. 11-12). Economic factors include the 
type of economic system adopted and the level 
of economic activity within a nation (Arpan 
and Radebaugh, 1985, p. 20; Belkaoui, 1985, 
pp. 44-47). 

Culture has been recognised as an important 
environmental factor affecting the accounting en- 
vironment of a country (Frank, 1979; Nair and 
Frank, 1980; Hofstede, 1987; Schreuder, 1987; 
Gray, 1988; Belkaoul, 1985, pp. 29-39 and 1989; 
Bloom and Naciri, 1989; Riahi-Belkaoui and 
Picur, 1991). Culture has been broadly defined as 
‘the collective programming of the mind which 
distinguishes the members of one human group 
from another’ (Hofstede, 1980, p. 25). Culture as 
a function of personal interactions appears in three 
main layers: national, organisational and occu- 
pational. National culture is the programming of 
most members within a nation; organisational 
culture is the particular programming shared by 
most persons within an organisation; and occu- 
pational culture is the programming shared by 
those in a specialised field of endeavour, such as 
banking and accounting (Hofstede, 1987, pp. 1-2). 
In order to operationalise this very broad concept 
of culture, Hofstede (1987, p. 2) distinguished four 
levels at which culture manifests itself: symbols, 
heroes, rituals and values. An essential feature of 
social systems is the existence of a system of 
societal norms, or cultural values shared by groups 
of individuals within a nation (Gray, 1988, p. 4). 
Values are defined by Hofstede (1987, p. 4) as 
‘broad tendencies to prefer certain states of affairs 
over other states of affairs’ and are regarded as 
the ‘deepest-seated level’ in the hierarchy of 
manifestations. 

The cross-national cultural studies in accounting 
have focused on the impact of culture on the 
accounting environment of a country. These cul- 
tural studies involving comparisons across differ- 
ent countries have focused on accounting practices 
(Frank, 1979; Nair and Frank, 1980; Gray, 1980); 
accounting standard setting arrangements (Bloom 
and Naciri, 1989); the working of accounting insti- 
tutions (Belkaoui, 1989); and the meanings of 
accounting concepts (Riahi-Belkaoui and Picur, 
1991). In contrast, Ansari and Bell (1991) adopted 
a cultural perspective in examining, by obser- 
vation, the accounting/control practices of a single 
organisation, a Pakistani ice cream company, 
during the period 1967 to 1989. Ansari and Bell 
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(1991, pp. 8-9) explained the cultural perspective 
adopted as follows: 


... social institutions, such as accounting and 
control systems, are seen as symbolic forms 
through which a society expresses its collective 
world view. To understand these institutions, we 
must first understand how the acquired world 
views used by individuals shaped such systems 
and what they come to symbolise for them. 


This particular cultural perspective ‘treats organis- 
ational or national culture as the context within 
which ocal practices can be explained’ (Ansari and 
Bell, 1991, p. 8—emphasis in original). Ansari and 
Bell (1991) used the cultural perspective to explain 
how and why certain types of accounting/control 
systems existed in the organisation at various 
stages during the period. Their study showed how 
culture supplies the interpretations that individuals 
use to make sense of their experiences and demon- 
strated the power of culture as an explanatory 
variable in a local, time-specific context. Like the 
present study, Ansari and Bell (1991) focused on 
the accounting/control practices of a single organ- 
isation. However, unlike the Ansari and Bell (1991) 
study, this study is an historical study as the 
practices reported upon were not witnessed by the 
author. Notwithstanding, the cultural perspective ` 
adopted by Ansari and Bell (1991) is applied in 
this study in addressing culture as an important 
environmental factor. 

The strength, size and competence of the ac- 
counting profession is also regarded as an import- 
ant factor in shaping the principles and practice of 
accounting in a certain country (Nobes and Parker, 
1991, pp. 18-19). Where the accounting profession 
is in its infancy in a certain country, the availability 
of professional accounting skills in a particular 
region of that country is an influential variable for 
the types of accounting systems implemented. 


Prelude to the investigation 


The organised Australian accounting profession 
had its modest beginnings in the late 1880s.‘ 
Hence, the Australian profession could not claim 
any major influence on pastoral accounting prac- 
tice until, at the earliest, the last decade of 
the nineteenth century. The first professional 
association of accountants established in Victoria 
was The Incorporated Institute of Accountants 
which was registered under The Companies Statute 
1864 on 1 March 1887, with a foundation member- 
ship of 45 (Australian Society of Accountants, 
1963). 


“Founded in Adelaide in November 1885 and incorporated 
on 30 March 1886, The Adelaide Society of Accountants was 
the first professional accounting body established in Australia 
(Parker, 1961; Gavens, 1990, p. 386). 
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According to Bridges (1975), it was not until 
1893 that the ‘first Australian farm recording 
system’ was published by Musson in the Agricul- 
tural Gazette of New South Wales. Musson’s (1893, 
p. 163) objective was to prescribe how pastoralists 
could keep accounts to ascertain the ‘true position’ 
of the business and whether the transactions re- 
sulted in a profit or loss. Musson (1893, p. 162) 
recorded the view that ‘it appears to be nearly the 
rule amongst farmers to keep no proper set of 
books from which a balance sheet could be made 
out, for instance’. Buckley (1897, p. 342), as Ac- 
countant to the Bureau of Agriculture in Western 
Australia, also published a farm recording system 
and argued ‘it is quite as necessary that the farmer 
should keep proper books of accounts as the dry 
goods merchant, the storekeeper, the banker, or 
any other commercial man’. In the same year, the 
pastoral house Goldsbrough Mort and Co. Ltd 
issued a booklet which included a section on 
bookkeeping and advocated ‘the necessity for an 
annual analysis of one’s progress and financial 
position’ (Goldsbrough Mort and Co. Ltd, 1897, 
p. 44). Others argued for the ‘adoption of simple 
methods of bookkeeping’ to avoid ‘much hap- 
hazard’ (Hombsch, 1897, p. 453) and expressed the 
need to value ‘everything in connection with farm- 
ing, livestock, crops, fencing, building, land, etc. 
etc.” (Anon, 1899, p. 175). Subsequently, in 1900, 
the first Australian book specifically concerned 
with farm recording was written by Vigars, a 
Sydney accountant. This book titled Station Book- 
keeping was, according to Bridges (1975), written 
principally for accountants serving the rural sector. 
Musson (1893), Buckley (1897), Goldsbrough 
Mort and Co. Ltd (1897) and Vigars (1900) all 
proposed the double entry method of bookkeeping 
for financial recording. 

Throughout the pre-Federation period, financial 
reporting practices by non-corporate entities 
were unregulated. This was not the case for 
Victorian public companies which from 1896 were 
required under the Companies Act 1896 to issue an 
audited balance sheet which disclosed a minimum 
range of information (see Gibson, 1971, pp. 39-47 
and 1979b, pp. 24-25). Although there were 
no specific accounting and financial reporting 
requirements imposed upon non-corporate pas- 
toral entities to govern the reporting of financial 
information, an income tax based on income 
for the year ended 31 December 1894 was intro- 
duced in 1895 as a means of raising Colonial 
revenue. 

Goldsbrough Mort and Co. Ltd (1897, p. 44) 
also acknowledged the impact of income tax legis- 
lation as ‘nearly everyone has some annual return 
of his year’s work to make in these times, if only 
for taxation purposes, so bookkeeping becomes a 
necessity .... In the ‘Introduction’ to Station 
Bookkeeping, Vigars (1900) did not directly refer to 
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the impact of the income tax legislation introduced 
five years earlier but stated: 


.,. it must be obvious to all thinking persons, 
that, in these days of keen competition, a strict 
record of all business ma-ters undertaken 
should be kept, and compar:sons made from 
year to year of the Receipts and Expenditure and 
their sources. (emphasis added) 


The earlier study of non-corporate pre- 
Federation Victorian pastoral accounting records 
undertaken by Gibson (1979a) involved the exam- 
ination of the McLeod partnership records pertain- 
ing to Ensay Station which was established in the 
Tambo River valley on the south side of the Great 
Dividing Range in Victoria’s North-East region. 
The financial and volume records examined and 
reported upon were for the period April 1868 to 
August 1872. Gibson identified 293 individual 
account titles in the ledger where no less than 255 
of the accounts dealt with individual workers 
(referred to as servants in the nineteenth century) 
including piece work contractors. Gibson (1979a, 
p. 9) pointed out that there was not much regard 
to the concept of distinguishing capital and rev- 
enue items as all costs appeared to be written off 
as expenses when incurred. Examples were given of 
‘assets’ created during the pericd examined and 
written off as expenses. In the analysis of volume 
records Gibson concentrated on units produced by 
contract workers such as shearers who were paid 
by results based on shearing tally records which are 
still an important component of pastoral recording 
systems. In interpreting the financial records exam- 
ined, Gibson appeared to adopt a what ‘is’ perspec- 
tive (a positive state) rather than the what ‘was’ 
perspective (the historical state) thus not elucidat- 
ing the significance of nineteenth century culture of 
the pastoral accounting practices reported upon. 


The Jamieson family in the Western 
District: a review 


Robert Jamieson was born in Scotland on 4 
August 1812 into a farming family which operated 
a property known as ‘Castlemaddie’ at Holm, 
Scotland. Robert followed his elder brother 
William to Australia and arrived in the Port Phillip 
District in April 1841. According to the family’s 
unpublished history written by Martindale, 
William and Robert bought some stock in 
Melbourne and headed 150 miles inland pre- 
sumably to the Port Fairy area in the Western 
District. The family’s records indicate that William 
was involved tn a partnership wita C. D. H. Aplin 
and George Carmichael operating a run known as 
‘Union’. The partnership agreement dated ‘Union 
20th July 1842’ indicates that each partner pos- 
sessed a one-third share of the station. Until the 
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1860s, pastoral land was occupied by squatters 
such as the Jamiesons under licence from the 
Colonial Government which held the ownership 
interest. Subsequently, a Hcence was issued to 
William and Robert on 12 October 1843 by 
Captain Foster Fyans for a run on Darlot's Creek 
which became known as ‘Castlemaddie’, which was 
recorded by Billis and Kenyon (1974a, p. 189) as 
being 7,000 acres and running 500 cattle. It is 
apparent that the Union partnership dissolved 
when the brothers took up the Castlemaddie run as 
a letter of Robert's dated 15 March 1844 stated 
that they had the new station of Castlemaddie. 

The brothers disposed of Castlemaddie in 1849 
and moved to Geelong, buying land there in June 
1849. They built a flour mill on the Barwon River 
which they operated until early in 1851. According 
to Martindale, ‘the venture presumably was not a 
great success’. William and Robert returned to a 
Western District run near Macarthur known as 
‘Eumeralla West’ in 1851. According to Billis and 
Kenyon (1974a, p. 206), Eumeralla West was 
10,000 acres and ran 1,000 cattle. In 1854 Robert 
left for Scotland leaving William in charge. While 
away Robert married and returned to Australia 
with his spouse in January 1856. Soon after 
William sold his share in Eumeralla West to 
Robert and immediately left Australia. By 1857 
Robert was looking for a sheep run in preference 
to a cattle station and sold Eumeralla West in 1858 
and the Jamiesons went to live in Port Fairy. In 
February 1859 Robert purchased ‘Bolac Plains’ 
although according to Billis and Kenyon (1974a, 
p. 176) the transfer was not registered until 
February 1861. Bolac Plains, now near the Woorn- 
doo township, was then 14,080 acres and ran 6,000 
sheep and 30 head of cattle. 

Robert Jamieson specialised in wool production 
thereafter and dealt with woolbroker Gibbs 
Ronald of Geelong which became the Australian 
Mortgage Land and Finance Co. Ltd (AML & F) 
in 1865. During the 1860s Robert was able to 
‘secure’ much of the Bolac Plains land by purchas- 
ing the land outright following the introduction of 
various Land Acts by the Colonial Government. 
These Acts provided for selection of pastoral land 
formerly held under licence issued by the Colony. 
According to Martindale, the Jamieson family 
papers appear to provide evidence of deals with 
speculation selectors who had selected with the 
intention of being bought off by the station owner. 
Having emerged from this period of tenure uncer- 
tainty with ownership over much of the Bolac 
Plains land, Robert continued to prosper, being in 
the position to take his family to Scotland in 1873 
for a two year absence. During the 1873-75 trip, 
Andrew Geddes, the son of a Woorndoo pioneer- 
ing family (Green, 1968), managed the station. 


*Billis and Kenyon (1974a) was first published in 1932. 
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Later in 1881, Robert Jamieson purchased the 
‘Stony Point’ station of 5,000 acres near the town- 
ship of Darlington.® This acquisition gave Robert 
ownership of approximately 17,000 acres of prime 
grazing land which carried approximately 23,000 
sheep. In early 1882, Robert Jamieson’s son, 
Robert Jamieson the younger, who was born in 
1863 and educated at the Geelong Church of 
England Grammar School, took over the complete 
bookkeeping function for both Stony Point and 
Bolac Plains. Robert Jamieson gained valuable 
experience in the pastoral industry under the super- 
vision of his father. Robert senior died at Stony 
Point on 8 November 1894 aged 82 years. An 
obituary in The Camperdown Chronicle on 10 
November 1894 stated that Robert Jamieson: 


... was noted for his unostentatious nature, and 
though a keen business man never took part in 
public matters, preferring to devote his entire 
energies to the management of his estates. His 
long residence in the district, particularly in 
those early days, when the sparseness of popu- 
lation made neighbours of the settlers of the 
whole country side, caused him to be very 
widely known, and his sterling qualities gained 
universal esteem and respect. 


On his father’s death, Robert the younger become 
the manager of Bolac Plains and Stony Point, and 
in January 1899 he became the proprietor of both 
stations when the estate of Robert Jamieson de- 
ceased was settled. Both properties, although 
smaller in acreage than they were at the turn of the 
century, are still held by the Jamieson family which 
stands as testimony to the effectiveness of the 
family’s pastoral management methods. The 
Jamieson financial and volume records maintained . 
throughout the 50 years to 31 December 1990 
therefore appear to have adequately satisfied the 
family’s pastoral management information needs 
during a period of booms and busts in the industry. 


Jamieson financial and volume records 


The surviving Jamieson family accounting 
records date from May 1841. These will be re- 
viewed over six periods as follows: 


(i) 1841 to 1844 
The earliest surviving accounting record avail- 
able relates to pastoral activities prior to the date 


‘The Stony Point station is approximately 30 kilometres 
south-east of the Bolac Plains Station. Darlington was officially 
declared a township in 1852 (Cumming, 1986, p. 6). Darlington 
is situated on the Mt Emu Creek and was established during the 
gold rush era as it was on a coach route linking the ports in 
Western Victoria to the goldfields (Mortlake Historical Society 
Book Committee, 1985, p. 23). The fresh water creek made 
Darlington an ideal resting place for travellers (McGregor and 
Oaten, 1985, p. 91). 
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the Union partnership agreement was signed by 
Aplin, Carmichael and William Jamieson. This 
record of stock (cattle) numbers dating from May 
1841 shows “original stock 162 cows' and sub- 
sequent additions of cows and steers to the herd. 
The Union partnership agreement was dated 20 
July 1842, although the partnership may have 
commenced prior to this date. However, this first 
volume record shows that the partnership termi- 
nated on 20 January 1843 when C. D. Aplin 
removed his share of the stock from the run. 
Another volume record from 16 August 1842 
showed details of stock ‘killed for the station’ 
presumably for rations. The earliest surviving 
financial accounting record from 12 August 1842 is 
of ‘station account and expenses’ which only shows 
details of expenses on supplies. The evidence ap- 
pears to indicate that these particular expenses 
were settled by Mr Jamieson himself rather than 
the partnership. This practice is elucidated by 
reference to the partnership agreement which 
stated ‘we [the partners] do hereby agree to pay 
each one third of the expenses of the station and 
also to pay the third part of the expenses necessary 
for carrying on a darrey [sic]. In paying one third 
of the wages &c.’ Hence, this evidence suggests that 
partnership expenses, at least in the case of William 
Jamieson, seem to have been recorded by the 
partner who paid the expenses. 

The only indicator in the accounting records of 
the termination of the Aplin, Carmichael and 
Jamieson partnership is the entry in the stock 
records which referred to Aplin removing his one- 
third share of the cattle. The partnership agree- 
ment provided for termination of the partnership 
and stated ‘in case of any one leaving the station 
with their third share of the cattle they are at full 
liberty to do so’. As each of the partners agreed to 
pay a one-third share of station expenses, there was 
evidently no cause for partnership financial reports 
to be prepared and none is available. 


(ii) 1844 to 1848 (Castlemaddie) 

The surviving financial information of this 
period was more comprehensive than that ob- 
served for the earlier period. From March 1844, 
the financial dealings with particular individuals 
(presumably station hands) were detailed as they 
occurred with relevant monetary amounts shown 
in a single column ruled down the page. For each 
person, the entries detailed the settlements made 
either in money or in goods and showed the 
compensation due for the period devoted to station 
work. Goods used to settle transactions were 
recorded at their current cash equivalents and 
included livestock, tobacco, boots, clothing items, 
cotton, cups and saucers, blankets, pipes and 
postage stamps. This use of money as a unit of 
account even where it is not readily available as a 
means of payment is known as ‘bookkeeping 
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barter’ and is common in isolated communities. It 
occurred also, for example, in early New South 
Wales (Parker, 1982). 

From January 1847, ‘station expenses’ and ‘sold 
off the station’ (station sales) particulars were 
separately recorded as they arose, on a calendar 
year basis. For the calendar year 1847, total station 
expenses were deducted from the total station sales 
(including wool sales) giving a surplus result. 
Although totals for station expenses and station 
sales were recorded for the period January—August 
1848, no overall result was determined. The 1848 
station sales total included a rece:pt as ‘received for 
station’ which evidently related to selling the 
station itself.’ Although there was no ledger in 
place, a statement of net worth described as 
‘Money on hand and stock present... station val- 
ued at’ was evidently prepared early in 1848. This 
statement shows that sheep were held in 1848 
although there is no other available volume record 
for sheep. The station and cattle were valued in 
combination although sheep were valued at five 
shillings each which was regarded as the approxi- 
mate boiling-down (tallow) value or minimum 
realisable value for sheep in the 1840s (Strachan, 
1927, pp. 29-30). 

Throughout this period stock records were 
maintained cn the same basis as for the earlier 
period. There were also volume records of cattle 
killed for the station and ‘cattle sold off the 
station’. 


(iii) 1857 to 1858 (Eumeralla West) 

During their stay in Geelong (1849-51), when 
the Jamieson brothers built and operated a flour 
mill, they established a day book and personalised 
ledger system of recording. On returning to station 
life at Eumeralla West, they introduced the same 
system for recording details of transactions with 
others. The day book was used to record trans- 
actions as they occurred, such as purchases, labour 
contractual arrangements, cheque and cash pay- 
ments, settlements made and received in goods 
rather than money, and receipts f-om sales of stock 
and produce. The day book appeared to be a 
multi-purpose record of financial ‘dealings with 
particular individuals and firms. Entries recorded 
in the day book were subsequently entered as 
a separate process into the ledger. The ledger 
recorded debit and credit entries in the accounts of 
particular individuals, including station hands and 
shearers and the occasional! firm with which the 


? According to Hugh M. Strachan (1851—1933), stations were 
sold during the 1840s for around three shillings per head of 
sheep with the station being thrown in (Strachan, 1927, p. 29). 
Hugh M. Strachan was a pastoralist, woolbroker and sugar 
grower whose father, John F. Strachan, commenced wool 
trading activities at the newly established Port Phillip settlement 
in 1836 (Serville, 1991, p. 340; Were (J. B.) & Son, 1934). 
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Jamieson brothers had dealings. Recording in the 
ledger did not involve double-entry bookkeeping, 
as the nature of credit entries involving obligations 
entered into was to detail the service or goods 
provided by an individual or firm and the associ- 
ated cost while the debit entries recorded the 
settlement of the obligation. In the case of produce 
sales, the debit entries recorded details of the 
produce sold and the sales amounts while the 
settlement recelved were shown as credit entries. 
Ledger accounts were ruled off when settled in full. 
The ledger thus provided information relating to 
the status of financial dealings with others and 
represented a combined debtors' and creditors' 
record and provides evidence of bookkeeping 
barter. 

There is limited income and expenditure infor- 
mation available for this period. The ledger 
records, on a page headed ‘station expenses’, de- 
tails of ‘cash received’ and ‘paid out’ for the six 
months period ending 30 June 1855. This reflects 
the adoption of a cash basis of accounting. An 
‘Income and Expenses on Station’ ledger page is 
available for the period January-November 1856 
which was evidently also prepared on a cash basis. 
The Jamieson brothers also commenced maintain- 
ing a cash book while in Geelong which detailed 
the deposits lodged and cheques on the Union 
Bank of Australasia. This practice was continued 
at Eumeralla West although the recording of en- 
tries during this period was somewhat spasmodic. 
Livestock records were prepared on the same basis 
as for the earlier periods. 


(iv) 1859 to 1881 (Mainly Sheep Operations on 
Bolac Plains) 

Day book and ledger records prepared on the 
same basis as occurred in the earlier period are 
available from 17 January 1859 when Robert 
` Jamieson took control of the Bolac Plains sheep 
operation. This series of day books and ledgers 
spans the entire period to 1881 when Robert 
Jamieson purchased the additional Stony Point 
station. These day books came to be used to record 
various types of volume information, most of 
which was detailed on an annual basis.. This infor- 
mation and the dates when such particulars were 
first recorded in the day book are as follows: cattle 
killed for station/flour stores (1860); lambs 
marked/cattle branded/sugar stores (1863); sheep 
numbers (1864); potato stores (1865); and cattle 
numbers (1866). The inclusion of such key volume 
information expanded the already wide utility of 
the day book. Furthermore, two early day books 


>- (1860 and 1862) recorded station result infor- 


mation which showed net results which seem 
to have been determined on the cash basis of 
accounting. 

The ledger records comprising personalised ac- 
counts came to be used on occasions to record 
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certain important qualitative information relating 
to particular individuals. Details of the death of 
two of Robert Jamieson’s children (William and 
Alice) are shown on the ‘A. Morrison Exps. Scotch , 
College’ account page while details of the death by 
drowning of two station hands (Lang and Nevin) 
are shown under the respective account titles. For 
the 1871 calendar year, the ledger records a ‘profit 
and loss’ showing a ‘net profit’ for the year, while 
a partly completed ‘profit and loss’ is shown for the 
1872 year. 

There are further records available for this 
period related to the control of cash resources. 
Two separate cash books were prepared by Robert 
Jamieson: each for Bank of Australasia trading 
accounts. Robert Jamieson also maintained a ‘cur- 
rent account with AML&F (formerly Gibbs 
Ronald) which issued detailed half yearly state- 
ments in June and December for this account from 
1865. These accounts indicate that funds were 
regularly transferred from the AML & F account 
to the Bank of Australasia accounts from which 
station expenses were paid. 

During 1873-5 when the Jamieson family were 
in Scotland, Andrew Geddes was charged with the 
responsibility of keeping the station books as 
station manager. Obviously under instructions 
from Robert Jamieson, Geddes accounted for 
transactions using the day book and personalised 
ledger system already in use. However, safeguards 
were put in place which involved the inspection 
of the books by a Bank of Victoria manager 
(Mortlake Branch), a Mr H. G. Soilleux, and the 
regular reporting by Geddes to Robert Jamieson. 
In a letter to Robert Jamieson dated 10 August 
1873, Mr Soilleux reported: 


Geddes has left his books for me to check, he 
puts everything down in the day book, but the 
ledger of course is not so complete as merchants 
books and a fresh set entirely would be necess- 
ary to show a fair statement, but he follows your 
working system and no doubt you will under- 
stand them. I do not think it advisable to 
suggest anything different as he would scarcely 
be able to keep a more complicated set. 


This statement implies that the structure of the 
books was seen as falling short of that necessary to 
render a ‘fair’ presentation of financial infor- 
mation. Subsequently, on 23 February 1874 
Geddes wrote to Robert Jamieson and reported 
that the books were ‘down to Mr Soilleux and he 
has found no fault with them’. Geddes regularly 
wrote to Robert Jamieson to advise on station 
conditions and management matters and to 
provide periodic statements of ‘receipts and dis- 
bursements &c &c’. There are two surviving state- 
ments prepared by Geddes which relate to the 1874 
calendar year. 


210 


In 1878, Robert Jamieson created for the first 

time a ledger account titled ‘Different Parties Small 
Accounts’. This account recorded once-off type 
transactions involving many different individuals 
for relatively small amounts of money and 
was titled ‘Pettie Accounts’ in 1879 and “Small 
Accounts’ in 1880, 


(v) 1881 to 1894 (Pastoral Operations to Robert 
Jamieson’s Death) 

The day book and ledger system of recording 
transactions was also implemented for the Stony 
Point station upon its acquisition in November 
1881. Hence, there were two separate recording 
systems in place. Although ledger accounts were 
prepared in the Stony Point ledger to record the 
acquisition of the estate (land and buildings), stock 
and furniture, the credit entries shown were 
matched with debit entries which showed the settle- 
ment by cheque of the contract amounts and the 
accounts were closed off. Following the assump- 
tion of the bookkeeping function by Robert 
Jamieson the younger, a change occurred in the 
types of information recorded in the day book. It 
is likely that Robert Jamieson expected changes in 
accounting practices as his son had won bookkeep- 
ing prizes at the Geelong Church of England 
Grammar School in 1879 and 1880.2 From 1882, 
volume particulars of the type previously recorded 
in the day book were no longer recorded therein. 
Hence the day book came to record financial 
information only. However, there exist frorn 1883 
to 1894 detailed volume records for both Bolac 
Plains and Stony Point which were recorded in a 
separate book. | 

Robert Jamieson the younger undoubtedly ap- 
plied skills acquired at school in performing calcu- 
lations with volume figures to arrive at measures of 
productivity which had not previously been 
recorded in the surviving records. The volume 
Information showed in the 1883-94 volume ‘book 
were separate sheep shearing tally records from 
1883 and wool clip particulars from 1884 for both 
Bolac Plains and Stony Point. The shearing records 
indicated by station the daily productivity of each 
shearer, the total sheep shorn per shearer over the 
shearing period and the overall totals of sheep 
shorn. These records also showed the total pay- 
ment due to each shearer based on shearing pro- 
ductivity. For 1893 and 1894 ‘remarks’ were 
recorded for each shearer indicating the standard 
of performance involved with the annual clip. 
The wool clip records in 1884 indicated by station 
the wool bale productivity for different classes of 
wool and the totals of bales sold in different 


1At the time of writing, the Geelong Church of England 
Grammar School could not trace any record of the texts used 
in conducting bookkeeping classes during this period. ` 
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markets (i.e. London and Geelong). From 1885, 
the total weight of wool sold in each market by 
station was shown along with the total weight of 
the station clip. The average annual wool pro- 
duction per sheep was determined for each station 
and was undoubtedly perceived as a reliable 
measure of station productivity. The wool bale 
records also showed the amount of the annual 
‘advance on clip’ from 1885 and details of wool 
scoured in Geelong from 1886. 

Limited records of livestock numbers are 
available from 1883. There are livestock records 
relating to Stony Point for 1883 indicating 
the.number of sheep held in each paddock. There 
are also sheep and cattle inventory records 
available for Bolac Plains from 1891 prepared 
on the same basis. Limited lamb marking 
records are available for 1883 (Stony Point), 
1884 and 1891 (Bolac Plains). These lamb mark- 
ing records indicate the lambing productivity of 
ewes by paddock expressed as a percentage of 
ewes. 


(vi) 1894 to Federation 

Following the death of Robert Jamieson on 8 
November 1894, Peter W. Tait an accountant of 
Camperdown in the Western District was ap- 
pointed to act on behalf of the trustees of the 
deceased estate. Tait was a foundation member of 
the Australian Institute of Incorporated Accoun- 
tants which was incorporated on 13 December 
1892 and was based in the Western District 
(Carnegie,. 1993). The trustees of the estate were 
Albert Austin, William Cumming and Robert 
Jamieson the younger, all of whom were Western 
District pastoralists in close proximity to each 
other. In a letter to William Cumming of Mt Fvans 
station dated 8 December 1894, Robert Jamieson 
stated ‘I called on Mr P. W. Tait at Camperdown 
and arranged with him to come out to make up the 
account books re for probate’. Tait evidently acted 
promptly, as in a letter to solicitors Brahe & Gair 
dated 19 December 1894, signed by Robert 
Jamieson but in the handwriting of Tait, it was 
stated ‘I am sending under separate cover interim 
statement of assets and liabilities and a list of 
things I have still to get...’. 

A double-entry bookkeeping system involving a 
general journal and ledger was established and 
maintained by Tait from 8 November 1894. A 
journal entry recorded the estate’s assets and liabil- 
ities on 8 November at values which were those 
accepted by the Government for death duty pur- 
poses. Accrual accounting was adopted by Tait 
involving the recording of debtors and creditors. 
Write offs of station plant in the nature of depre- 
ciation commenced in the year ending 31 Decem- 
ber 1896. No other assets were subject to 
depreciation during this period. Livestock on hand 
was valued at fixed amounts per head and these 


vi 
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amounts remained unchanged during the period.’ 
The first balance sheet prepared and written in the 
journal was dated 1 January 1896. Balance sheets 
were prepared each year thereafter to 1 January 
1901 although Tait wrote in the journal that the 
‘books are R. Jamieson’s from 1 January 1899. 
Trust cleared off finally.” Assets and liabilities were 
not grouped into any categories in the balance 
sheets prepared by Tait. 

Although separate profit and loss statements 
were not prepared by Tait, the accounting system 
introduced enabled the determination of periodic 
profit results. The first profit and loss calculated 
was drawn for the period 8 November 1894 to 31 
December 1895. Tait structured the books to en- 
able a profit or loss to be determined on an annual 
basis for each station. To this end, accounts were 
opened in the ledger for both Bolac Plains and 
Stony Point operations. Overall net profit or 
loss was determined after deducting from the 
combined station profit or loss the items: inter- 
est, annuities and personal account items. The 
balance of the overall profit and loss account 
was transferred to the capital account at the end 
of each calendar year. Tait also established a 
cash book from 8 November 1894 which was 
maintained by Robert Jamieson and recorded de- 
tails of banking transactions with the Bank of 
Victoria. A petty cash book was also established 
from this date for Robert Jamieson to record cash 
receipts and payments involving small sums of 
money. 

The family’s correspondence records indicate 
that Tait also acted for the deceased estate and 
Robert Jamieson in Colony of Victoria income tax 
matters following his appointment as the first 
income tax year ended on 31 December 1894. The 
necessity of preparing an annual income tax return 
for each taxpayer undoubtedly contributed to the 
on-going involvement of Tait in Jamieson family 
financial matters. However, despite Tait’s involve- 
ment as described, the basic ledger structure main- 
tained to 8 November 1894 continued to be 
adopted for the station ledger throughout the 
period to 31 December 1900. The station ledger 
was updated by Robert Jamieson from the cash 
and petty cash books as the day book had been 
discarded presumably in response to instructions 
from Tait. Tait worked from these cash and petty 
cash books to update his double-entry journal and 
ledger records. 

Perhaps Robert Jamieson considered that the 
ledger structure in place adequately met his infor- 
mation needs in running the stations while Tait’s 
system of accounting was perfunctory, to satisfy 
the information needs of parties external to the 


?Sheep were valued at four shillings per head, while cattle 
were valued at forty shillings per head and horses were recorded 
at eighty shillings per head. 
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family including the other trustees of the estate in 
their stewardship role. Robert Jamieson the 
younger, as manager of Bolac Plains and Stony 
Point and as co-trustee, was accountable to the 
other trustees for the resources under his manage- 
ment. It appears that Robert Jamieson perceived 
Tait’s role to be that of auditor, for in a letter to 
the AML & F of 4 January 1899, he stated ‘I have 
arranged with Mr Tait to audit the books again 
this year and expect him round shortly’. AML &F 
assumed the external accounting function for the 
Jamieson family in 1901 following the death of 
Tait, a colonist for 45 years, on 29 March 1901 at 
the age of 47 years. 

The volume records maintained during this 
period were found to be similar to those main- 
tained from 1883-84 (as described in the previous 
period) although wool clip particulars are in scarce 
supply. 


Nineteenth century pastoral industry 
environment 


To recognise the key variables which shaped 
the accounting practices as described, it is vital 
to elucidate the environment and the isolated 
station environment. As a British Colony, Aus- 
tralia’s educational, legal and political, and econ- 
omic systems were broadly based on those 
prevailing in Britain. 

Settlement on the fertile lands of the Western 
District of Victoria is claimed to have commenced 
on 19 November 1834 when Edward Henty landed 
at Portland Bay in the area then known as Port 
Phillip District.'° However, it was not until after 
Major Mitchell’s visit to the Hentys’ establishment 
in 1836 that the influx of settlers to the Portland 
area occurred (Kiddle, 1961, p. 35). Until 1838, the 
depasturing of stock in the Colony was without 
fee, licence or authorisation. Then, a fee of 10 
pounds for each run was set, although few paid the 
fee in the first year as only 58 licences were taken 
out (Billis and Kenyon, 1974b, p. 5).'' According 
to Billis and Kenyon (p. 44) ‘the excursions of 
many of the early pastoral settlers of Port Phillip 
in search of runs were exploration feats of no mean 
merit’. The settlers who were living in small sod or 
timber huts or terits were able to increasé their 
flocks and herds despite the isolation, vagaries of 
the weather, absence of proper transportation and 
other infrastructure facilities. They also contended 
with the local population of aborigines that was 
ultimately displaced as run-seeking squatters and 


'©Squatting was the colonial way of describing the process of 
settling or ‘sitting down’ on the land. According to Billis and 
Kenyon (1974b, pp. 21-22) the word ‘squatter’ in Australia ‘was 
first applied by the Government officials to the stockholder 

turing his herds and flocks on lands of the Crown ..."° 
'Billis and Kenyon, 1974b was first published in 1930. 
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their servants pushed further into the interior (see 
Critchett, 1990).!2 

In 1839, an annual assessment based on stock 
numbers was introduced under the Act 2 Victoria, 
No. 27 in order to cover the cost of mounted police 
known as the Border Police. The annual assess- 
ment, payable half-yearly, was at the rate of one 
half-penny for every sheep including weaned 
lambs; one penny for each head of cattle above the 
age of six months; and threepence for each horse 
aged six months or over. This legislation also 
required the six monthly reporting of the numbers 
of persons resident or employed on a station. The 
stock assessment was removed in 1853 and reintro- 
duced in the following year at enhanced rates 
(Bilis and Kenyon, 1974b, pp. 5—6). By the early 
1840s, there were pastoral runs of between ap- 
proximately 5,000 and 75,000 acres and some 
larger covering the entire region now known as the 
Western District of Victoria. Although the pas- 
toralists were hit by two years of depression from 
1841, the industry experienced boom conditions to 
1841 and a period of solid recovery and expansion 
after the depression (Fletcher, 1976, pp. 118-125). 

In August 1850 the Port Phillip District achieved 
separation from the Colony of New South Wales 
and became the Colony of Victoria. Less than 
twelve months later on 7 July 1851 The Geelong 
Advertiser published the first announcement of the 
discovery of gold in Victoria. This led to a substan- 
tial increase in the population of the Colony: from 
77,345 in 1851 to 540,322 ten years later (Kiddle, 
1961, p. 203). Station hands and shearers became 
scarce as many moved into the goldfield regions 
(see Lang and Strachan, 1927, p. 35). However, the 
pastoralists benefited from the mining era as good 
mutton and beef were in constant demand, and 
wool consigned to Europe was carried cheaply due 
to the substantial increase in ships bringing people 
to Australia (Billis and Kenyon, 1974b, pp. 
136-139 and Shann, 1948, p. 185). The influx of 
new settlers inevitably led to calls to throw open 
crown lands then occupied by pastoralists (to 
‘unlock the land’). ‘Settler capitalism’ is a term 
used to describe the development of the Colony of 
Victoria in the first two decades of squatting 
occupation. From the late 1850s there developed a 
culture referred to as ‘colonial liberalism’ which 
embodied the rejection of values implicit in settler 
capitalism. Opposition to squatting occupation of 
the pastoral land developed among the rapidly 
expanding numbers of mining, working, business 
and professional people in Melbourne and the 
country towns. As stated by Macintyre (1991, p. 5) 


E A run consisted of the home station where the owner or 
manager resided and several outlying huts which were known 
as out-stations. According to Billis and Kenyon (1974b, p. 24), 
‘the run’ comprised the lot; but the word ‘station’ was the 
collective name and not ‘run’. 
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the liberals ‘sought to establish a sphere of freedom 
in which all citizens could mee: each other, safe 
from interference and liberated f-om the hierarchi- 
cal bonds of traditional society ...”’. The liberals 
were against the pastoralists who, as the liberals 
characterised them, placed their interests before 
the public interests. The ideal of a closer settled 
Victorian countryside worked by the independent 
yeoman farmer rather than th2 pastoralist was 
advanced by the liberals (Dingle, 1985, p. 102). The 
liberals soon gained political influence and adopted 
policies to unlock the land as part of their reforms 
to equalise people in a liberal society. However, 
following the enactment of various land acts in the 
1860s, ownership of the overwhelming bulk of the 
grazing land went to the pastoralists (Macintyre, 
1991, p. 101; Powell, 1970, pp. 59-144; Serville, 
1991, p. 161). 

During the sixties the Victorian pastoral indus- 
try was required to be ‘capitalised’ as land pre- 
viously held under licence was purchased. Pastoral 
companies such as the AML € F responded to 
demands for finance as the lands became unlocked 
(Bailey, 1966, pp. 14-23), as d:d the banks and 
insurance companies. However, the seeds for the 
capitalisation of the industry were planted earlier 
(Bailey, 1966, p. 50). New licence holders were 
required to put up much more capital than the 
squatters who, on sale of their operations, capi- 
talised any plant and their flocks which multiplied 
quickly on expanses of produczive land without 
new investment outlays. 

The 1870s—1880s period is commonly regarded 
as the “‘boomtime’ in nineteenth century Victoria. 
The pastoralists were enjoying a period of prosper- 
ity which had become an ‘established order’ with 
favourable world markets, a swelling local popu- 
lation and the implementation of sheep manage- 
ment improvements which raised the weight of 
individual fleeces (Kiddle, 1961, p. 468). However, 
many pastoralists had raised dedt finance during 
this period for a range of reasons including the 
funding of land acquisitions and the construction 
of substantiai homesteads or extensive improve- 
ments to existing homesteads which were dotting 
the Victorian countryside (Butlin, 1957; Serville, 
1991, pp. 169-172; Kiddle, 19€1, pp. 307-328). 
Many Western District pastoralists had also ex- 
panded into New South Waks by acquiring 
stations in the Riverina and further north using 
borrowed funds to do so (Bailey, 1966, p. 78). 

The seventies witnessed the introduction of 
death duties (1870) and land tax (1877) in 
Victoria.“ The land tax was assessed on estates in 
excess of 640 acres, and so only involved about 800 
landowners. Death duties and land tax represented 
an attack on wealth which was deemed appropriate 


U Respectively known as the Duties on the Estates of De- 
ceased Persons Statute 1870 and the Land Tax Act 1877, 
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to advance the liberal ideals. The introduction of 
land tax rather than income tax suited the prevail- 
ing views. Parnaby (1951, p. 104) explained that 
land tax: 


... had a wide appeal. It attracted merchants 
anxious to avoid the income tax suggested by 
the late premier, McCulloch; it appealed for the 
same reason to city manufacturers. Small farm- 
ers were satisfied that the ministry should re- 
strict it to estates over 640 acres. The Treasurer 
saw here financial relief for the government; 
doctrinaires [liberals] believed that it would 
break up the big estates;... 


The Australian union movement began in the next 
decade when shearers’ unions were formed in 1886. 
An office to enrol shearers in a union opened at 
Ballarat in the Western District on 3 June, 1886 
(Kiddle, 1961, p. 481). 

The final decade of the Colony of Victoria began 
amid national economic gloom as the boomtime 
had come to an end (Turner, 1973, pp. 291-326). 
The boomtime years brought ‘over-expansion’ to 
the pastoral industry (Butlin, 1957, p. 10). For the 
pastoralist, the 1890s brought a period of bad 
seasons, declining wool prices and land values, 
bank closures and shearers’ strikes. The pastoral- 
ist, especially one who was carrying much debt 
from the excesses of the earlier decades, was under 
siege (see Butlin, 1957, pp. 9—10; Bailey, 1966, pp. 
157-172; and Kiddle, 1961, pp. 468-507). The 
AML &F which dealt in Colonies other than 
Victoria experienced two separate waves of fore- 
closures in 1890-1 and again in 1898-9 (Bailey, 
1966, p. 157). The depression years of the early 
1890s ran the Colonial government into serious 
deficit and led to.the advent of income tax on 


. Incomes in excess of £200 under the Income Tax 


ü 


Act 1895 (Fayle, 1984, pp. 674-675; Driesen and 
Fayle, 1987, p. 29).'* Unlike death duties and land 
tax, income tax was not targeted only at pastoral- 
ists and other wealth holders. However, pastoral- 
ists with estates of over 640 acres were opposed to 
the income tax because they perceived the impo- 
sition of both land tax and income tax as a double 
taxation regime (Victoria, Parliamentary Debates, 
Session 1894-5, pp. 1708-1722). 


“This Act provided for different rates of income tax to be 
charged depending upon whether the income was derived from 
personal exertion or property (sec. 5). For the year ended 31 
December 1894, the rates of income tax on taxable amounts of 
personal exertion income were as follows: fourpence for every 
pound sterling up to twelve hundred pounds; sixpence for every 
pound sterling over twelve hundred pounds and up to two 
thousand and two hundred pounds, and eightpence for every 
pound sterling over two thousand and two hundred pounds. 
The rates of income tax applicable to taxable amounts of 
property income were based on the same income bands but were 
double those charged on taxable amounts of personal exertion 
income. 
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Nineteenth-century station environment 


Having acquired claim to a run, a squatter 
required increasing numbers of station hands in- 
cluding shepherds and boundary riders as the 
number and size of herds and flocks grew. There 
was also a corresponding need for more shearers to 
extract the increasing wool production. The early 
station hands and shearers were obtained from the 
ranks of former convicts who either came from the 
Sydney District or Van Diemen’s Land (Billis and 
Kenyon, 1974b, p. 83 and Lang). As the stations 
were situated on land ‘beyond the limits of lo- 
cation’, station communities were formed as ac- 
commodation and stores were provided by the 
pastoralists in the absence of town facilities.'° 
These unique small communities based around 
station homesteads with their clusters of outbuild- 
ings had interdependent populations ranging to 
over one hundred people (Forth, 1979, p. 28). 
Bands of itinerant shearers would walk from shed 
to shed as a moving population. Although the 
shearers were remunerated on the piecework basis, 
the more permanent station hands who attended to 
stock and constructed station facilities such as 
buildings, stockyards and dams were normally 
appointed on an annual basis at an agreed amount. 
Food rations supplemented the agreed rates. Pay- 
ment for labour, particularly for station hands was 
often satisfied by the issue of supplies such as 
tobacco, boots and clothing items, blankets and 
alcoholic beverages. Hawkers travelled the West- 
ern District in the drays ‘with every conceivable 
article likely to be required by the station propri- 
etors or their hands’ (Kiddle, 1961, p. 84). It was 
common for Western District station hands to go 
to Melbourne or Geelong with months’ or a year’s 
earnings and to spend much of the money with 
innkeepers in a few days’ dissipation (Billis and 
Kenyon, 1974b, p. 83). A trip on horseback from 
the Darlington region to Geelong took three trav- 
elling days (McGregor and Oaten, 1985, p. 6). In 
the 1850s and 1860s a number of inland Western 
District towns developed, many of which sprang to 
service the station communities." 

Indoor servants came to be an important part 
of the homestead population and their number 


'SEarly licence certificates were titled ‘License to Depasture 
Crown Lands beyond the Limits of Location’. 

lé Typically such a township would include a store with post 
office, hotel, blacksmith’s forge, saddlery, church and govern- 
ment school. As an illustration, Woorndoo, which was officially 
declared a township in 1868, serviced stations such as Salt 
Creek, Eilyer, Bolac Plains, Mount Fyans and Hexham Park. 
The town’s sporting history provides an indication of station 
comradeship as the first cricket match played on 24 November 
1869 was between teams from Salt Creek and Hexham Park 
stations (Green, 1968). It is surmised that the participants 
played with a sense of community spirit similar to that which 
would have existed had they been representing a township. The 
children attending the town school included those of station 
hands from nearby stations. 
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increased in line with the pastoralist's prosperity 
(Kiddle, 1961, p. 289). In line with their increasing 
prosperity, pastoralists came to educate their chil- 
dren at private boarding schools such as the 
Geelong Church of England Grammar School, 
Geelong College and Scotch College, thus con- 
tributing to the increasing sophistication of 
Western District society. Forth (1982, p. 34) re- 
ferred to the pastoralist’s ‘Golden Age’ of the 
second half of the nineteenth century when pas- 
toral operations became more profitable due to 
‘the adoption of less labour-intensive and more 
economic forms of stock management, the impact 
of new technology (particularly in the area of 
transportation) and the introduction of selective 
breeding programs...’. However, at the station 
community level, increasing pastoral wealth and 
influence remained under the constant notice of 
station personnel but more particularly the shear- 
ers who moved from station to station noting the 
on-going improvements and trappings. During the 
1880s the shearers became discontented with their 
lot. Sections of the press sided with the shearers, as 
pastoralists were portrayed as ‘living off the fat of 
the land at the shearer’s expense’ (Ronald, 1978, p. 
149). Tension in the shed led to a series of shearers’ 
strikes from 1890-4. 

Conflict between pastoralists and labour was not 
as widespread or as intense in the Western District 
of Victoria as was the case in Western New 
South Wales and Queensland. On pre-Federation 
Western District pastoral conditions, Kiddle (1961, 
pp. 480-1) argued: 


Squatter masters were often paternal in their 
attitude, and those who worked for them, be- 
cause their working conditions were usually 
good, were more settled and contented than 
they were elsewhere. Nevertheless the idea 
[levelling ideal] was present among the selectors 
and travelling workers of the District as it was 
amongst those of New South Wales and 
Queensland. 


Similarly, Forth (1982, p. 38) stated that the better 
industrial relations in the Western District of 
Victoria ‘was due to the relatively large number of 
permanent resident employees found on most 
Western District stations, the small farming back- 
ground of many of the casual workers employed, 
and the fact that the district squatters appear [sic] 
to treat their workers in a more liberal fashion than 
was usually the case elsewhere’. Forth (p. 38) 
pointed out that there were various accounts of 
how the Western District pastoralists were ‘just 
and reasonable men who treated their employees in 
a humane fashion’. One of these accounts is pro- 
vided by Hamilton (1981, p. 70), a Western District 
station owner in the nineteenth century, who wrote 
in 1914 at the age of 76 years that ‘nearly all my 
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men were friends, and would do anything for me, 
and I treated all travellers well’. 

The view of the typical pre-Federation Western 
District pastoralist as a paternalistic provider 
would explain resentment towards the develop- 
ment of the union movement. Semuel Pratt Winter 
at ‘Murndal’, near Hamilton in the Western Dis- 
trict, was evidently offended by the act of station 
hands joining unions. Winter saw this trend as 
leading to the breakdown of the ‘mutually advan- 
tageous’ master and servant relationship (Forth, 
1982, p. 38). According to Forth (p. 38): 


the paternalistic Winter who considered himself 
responsible for the welfare of all who lived and 
worked on the station, believed that acceptance 
of union conditions in effect released both mas- 
ter and servant from their ngktful obligations to 
each other. 


Nevertheless, the spread of the levelling ideal in the 
1890s had an impact in the Western District. 


Variables influencing the structure and 
usage of Jamieson accounting information 


There are a number of key var.ables identified in 
what follows, which can explain the structure and 
usage of the Jamieson pre-Federation accounting 
information. The variables identified are not 
ranked in any order of importance. 


Culture 

The accounting literature elucidates the structur- 
ing of ledgers on a personified basis (i.e. the 
personification of ledger records) prior to the 
development of records beyond personal accounts 
(Littleton, 1933, pp. 49-61; Jackson, 1956, pp. 
295-302). Such a change did not occur with respect 
to the Jamieson records until the mid 1890s when 
dual ledger recording systems were instigated. The 
personification of the Jamieson family ledger 
records can be explained as reflecting an organis- 
ational culture in an isolated environment where 
Western District stations were communities of 
varying populations of station personnel including 
itinerant workers under the overall care and direc- 
tion of the station owner. In an oral history 
interview held on 1 August 1991, Robert Jamieson 
No. 3 (son of Robert Jamieson the younger) at the 
age of 88 years stated that ‘the stations used to be 
the local community in several ways because they 
had a lot of people there’ (Carnegie, 1990-1). A 
widely respected Western District station owner, 
such as Robert Jamieson, would have perceived this 
role as embracing the provision of facilities and 
rewards involving money and gocds to attract and 
retain people to serve in the development of the 
station. In the same oral history interview it was 
also stated that Jamieson ‘realised that if you were 
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going to have the place [station] well run, you want 
to get the right sort of people if you could'. 

Within such an isolated interdependent commu- 
nity, the Jamieson ledgers illustrate a commitment 
to the maintenance of records which accurately 
reflected the financial positions of dealings with 
station personnel and other parties involved with 
the community. Such evidence would enable the 
station owner, or the manager in the absence of the 
owner, to monitor strictly the financial status of 
dealings entered into with a range of parties and to 
provide documentation if necessary to settle dis- 
putes with particular parties. The propensity to 
personify ledger accounts reflects a view that 
accounting information was necessary to exercise 
control over a range of dealings with those in- 
volved with the station community. Furthermore, 
the propensity to record, on occasions, specific 
qualitative Information about particular station 
personnel provided a permanent account of im- 
portant happenings involving individuals within 
the station community. Therefore, it appears that 
Jamieson station accounting was dominated by 
values that reflected cultural values of interper- 
sonal communal exchanges in station communi- 
ties. The personalised ledgers seemed to be 
symbolic of the station culture which shaped the 
meaning frames and values of the station owner/ 
manager. 

It appears that the structure of the early 
Jamieson financial accounting records may not 
have been regarded as ideal by those who held 
values shaped by occupational cultures such as 
Soilleux and Tait who were from banking and 
public accounting, respectively. Soilleux cast doubt 
as to whether the books were kept to enable a ‘fair 
statement’ to be prepared while Tait immediately 
implemented a double entry system of bookkeep- 
ing upon being appointed in 1894 to act for the 
estate of Robert Jamieson. Tait’s involvement was 
motivated by of the Victorian Government’s inter- 
est in personal financial affairs via the imposition 
of death duties and income tax and for account- 
ability purposes. Although Tait was a public ac- 
countant and introduced a system of accounting to 
produce conveniently financial information to 
satisfy the needs of parties external to the family, 
Robert Jamieson the younger persisted in using a 
ledger structure which was evidently an integral 
part of a workable system within the station 
community for managing pastoral affairs on a day 
to day basis. 

The structure of the Jamieson accounting infor- 
mation did not change during the period 1873-5 
when Geddes was appointed as manager of Bolac 
Plains for the absent Robert Jamieson. Geddes was 
instructed to follow the working system already in 
place and periodically submitted financial and 
other information to Robert Jamieson for account- 
ability purposes. The involvement of Soilleux, 
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although not a full audit role, was nevertheless a 
safeguard put in place to ensure that Geddes was 
following Robert Jamieson’s directions. However, 
given Soilleux’s limited review role, the banking 
occupational culture did not affect the structure of 
the Jamieson accounting information during this 
period. 

It is evident that the existence of two financial 
accounting systems during 1894 to 1900 shows the 
station micro-community as an important cultural 
influence on the Jamieson accounts throughout the 
period to 1900. 


Education 

Education is another environmental factor 
which appears to have influenced the structure and 
usage of certain Jamieson accounting information. 
Robert Jamieson the younger earned distinctions 
in bookkeeping at school and made use of volume 
particulars to determine measures of productivity 
that were previously not recorded in the family’s 
surviving pastoral accounting records. The skills 
acquired at school to enable such determinations 
to be made represented a constructive transfer of 
acquired knowledge of pastoral industry manage- 
ment. Thus the advent and growth of distant, 
non-government schools provided the basis for the 
advancement of knowledge by specialist teachers 
for subsequent application in pastoral industry . 
management as shown to occur in this particular 
instance. 

Whilst not strictly an educational factor in any 
formal sense, the Jamieson brothers appeared to 
have been influenced by their experiences in the 
period 1848-51 when they were diverted from 
Western District pastoral management. Whilst in 
the developing township of Geelong on Corio Bay, 
the brothers would have been exposed to a wide 
circle of persons and would have gained valuable 
mercantile experience as both flour mill construc- 
tors and flour producers. This appears to have 
been the catalyst for the variations in recording 
systems observed from this time. However, the 
personification of accounting records remained as 
the central thrust. 


Legal a Political 

A possible early influence on the type of aim 
records maintained by Robert Jamieson was the 
1839 legislation introducing the stock assessment 
which required the six-monthly reporting of live- 
stock numbers to the Colonial government. 
Although the legislation did not provide for live- 
stock records to be maintained, there were sanc- 
tions under the Act for making false declarations 
or statements. The adoption of the practice of 
recording livestock numbers in stock books would 
have been seen as important for evidence purposes 
if not for the control of -livestock resources. The 
first accounting entries observed for the Jamieson 
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family were livestock particulars dating from May 
1841, being one month after Robert Jamieson’s 
arrival in the Colony. This Act also imposed a type 
of regular census in the form of half-yearly report- 
ing of the numbers of persons resident or employed 
on a station. This form of enforced reporting may 
have contributed to the propensity to personify 
ledger records as there was a need to monitor total 
station population numbers. 

The cultural values manifest in colonial liberal- 
ism, as a political movement, resulted in the advent 
in the 1870s of death duties and land tax assessed 
on estates of over 640 acres. These levies imposed 
burdens upon pastoralists and other wealth hold- 
ers to contribute to the financing of public services 
and facilities including infra-structure assets. For 
the Jamieson family, such legislation did not affect 
the structure and usage of its financial accounting 
records until 1894 when Robert Jamieson, pioneer, 
died and when the more broadly applicable income 
tax was introduced in response to the harsh effects 
of the early 1890s depression on government 
finances.’ It is clear that legislation was necessary 
to require the payment of the relevant levies. Thus, 
in the absence of specific legislation, it is unlikely 
that any changes would have been noticed in the 
structure of the Jamieson pre-Federation financial 
accounting records. 


Professional Skills 

The availability of specialist accounting skills, in 
the expertise of Tait, enabled the Jamieson family 
to prepare, with confidence, the necessary financial 
information to satisfy the needs of others from 
1894. The involvement of Albert Austin and 
William Cumming as co-trustees of the deceased 
estate imposed an obligation upon - Robert 
Jamieson the younger to report upon his manage- 
ment of Bolac Plains and Stony Point in order to 
facilitate an evaluation of his stewardship. Tait had 
been practising as a public accountant around the 
Camperdown district since the early 1880s and, 
although he had not previously acted for the 
Jamieson family, he had developed the confidence 
of many other pastoralists in the region (Anon, 
1901).'* Tait’s preparedness to visit Stony Point to 
prepare the necessary accounts and returns was 
undoubtedly appreciated. Oehr (1899) provides 
evidence that executorship accounting work was 


The advent of land tax in Victoria did not affect the 
structure and usage of the accounting information of the 
Jamieson family as grazing land was independently valued for 
assessment purposes on the basis of its carrying capacity per 
acre. Hence, the land tax regime did not involve the preparation 
and lodgement of any financial information with the govern- 
ment. 

'*Incomplete accounting records of the Cumming family held 
at the University of Melbourne Archives (ref: ‘Mount Fyans’) 
indicate that Tait acted as accountant for the Cumming family 
from at least 1895. 
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sought by accountants in Victoria in the nineteenth 


century.” 


Economic Activity 

The level of economic activity within a nation is 
seen to be a determinant of the sophistication of 
accounting systems. An economy becomes more 
complex as the level of economic activity and the 
size of the public sector expand. As demonstrated 
in this study, the taxation arrangements imposed 
by legislation become more complex as the Victo- 
rian economy developed. Income tax was intro- 
duced’ at a time when the Victorian government 
was experiencing severe deficits due to depressed 
economic conditions. The government had at- 
tempted to subsidise its declining revenues by 
increasing the rates of existing taxes but this strat- 
egy did not raise the necessary funds (Fayle, 1984, 
p. 674). These economic influences were manifest 
throughout Victoria and affected pastoralists such 
as the Jamieson family. 

Interestingly, there was no evidence of any bud- 
geting practices found in the surviving pastoral 
accounting records examined. Perhaps written 
budgets were considered to be inappropriate due to 
the seasonal nature of the industry. Support for 
this view came from Robert Jamieson No. 3 who, 
in an oral history interview held on 24 July 1990, 
stated ‘when I was manager I never budgeted. Well 
I did budget but I didn’t put it down [in writing] 
because I didn’t know what the season was going 
to be’ (Carnegie, 1990-91). Robert Jamieson No. 3 
first became a station manager at the Bolac Plains 
station in 1923. 


Summary and conclusion 


This paper has identified a number of key ex- 
planatory variables which appear to have influ- 
enced the accounting practices adopted in one 
particular case of nineteenth century pastoral in- 
dustry management. No attempt has been made to 
rank these key explanatory variables in any order 
of importance given the nature of this study. 
Further examinations of surviving Western Dis- 
trict pastoral accounting records are in progress to 
enable broader conclusions to be drawn about 
the variables which affected the structure and 
usage of accounting information prepared in pre- 
Federation pastoral industry management. This 
study, however, provides preliminary evidence of 
the impact of various factors upon accounting 
practices adopted in pre-Federation pastoral in- 
dustry management. It appears that the isolated 


'9 As a member of the Incorporated Institute of Accountants, 
Victoria, Oehr (1899, pp. 298-299) claimed that accountants 
should have the skills to open and keep proper executorship 
accounts and that executors who found figures to be ‘unintelligi- 
ble’ should use the services of an accountant. 


SUMMER 1993 


interdependent station micro-community is an 
important cultural influence on the Jamieson 
accounts to 1900. Other important influences 
identified include the transfer of knowledge ac- 
quired at school by Robert Jamieson the younger, 
the impact of taxation legislation, the availability 
of specialist accounting skills in the region and the 
rapid economic development in the Colony to- 
gether with the impact of a depression in the early 
1890s. 

There is a growing literature on the impact of 
culture in shaping the accounting environment of 
a country. The cross-national cultural studies in 
accounting generally explain differences in inter- 
national accounting practices, standard setting 
arrangements, the workings of accounting 
institutions and differences in the meanings 
attributed to accounting concepts by reference 
to cultural differences between the countries 
involved in the investigations. It is a logical 
development of this literature for accounting histo- 
rians to examine culture as one of a range of key 
variables to assist explain historical accounting 
practices in a local, time-specific context. This 
should enable more comprehensive explanations to 
be drawn of particular accounting practices in 
bygone eras. 
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An Analysis of Incentives for Australian 
Firms to Apply for Reporting Excellence 


Awards 
Craig Deegan and Gary Carroll* 


Abstract—An award for reporting excellence is presented annually to Australian reporting entities. This paper 
investigates whether firms that apply for the award are systematically different from firms that elect not to apply. 
The paper also investigates the benefits which may flow from winning an award for reporting excellence. The results 
of the paper are consistent with the proposition that such an award may be used by a firm as a means of reducing 


wealth transfers related to the political process. 


Introduction 


This study examines the motivations which drive 
companies voluntarily to apply for the Annual 
Report Award (ARA) administered by Australian 
Business magazine.' An analysis was undertaken 
to determine if there is something different about 
those companies that elect to apply for an award, 
compared with those that do not. Specifically, the 
paper aims to determine whether those companies 
that apply for an award appear to be relatively 
more susceptible to wealth transfers in the political 
process. The paper is organised as follows. The 
second section briefly describes the objectives and 
the administration of the ARA. The third section 
explains how particular reporting techniques may 
be used to reduce a firm’s political costs. The 
fourth section describes how an ARA may be used 
as a means of reducing the firm’s political costs. 
This section also provides the central proposition 
of the paper. The fifth section explains how politi- 
cally sensitive firms may be identified. The sixth 
section describes the data sources used for this 
study and provides definitions of the explanatory 
variables. The seventh section describes the testing 
procedures employed. The eighth section reports 
the results of the study. The ninth and final section 
provides the conclusion to the paper, alterna- 
tive plausible hypotheses, and some suggestions for 
future research. 


*The authors are from the Department of Commerce, 
University of Queensland. This paper has benefited from 
helpful comments provided by the two anonymous referees. 

' Australian Business is a leading business magazine published 
by Australian Consolidated Press, Sydney, Australia. It was 
published weekly until October 1991, and thereafter has been 
published monthly. 


A description of the Australian Annual 
Reporting Award 


The Australian ARA is currently presented to 
Australian reporting entities by Australian Business 
magazine. Prior to 1989, the award was admin- 
istered by The Australian Institute of Manage- 
ment. The award has been presented every year 
since 1950. It represents the only formal award 
for reporting excellence provided within Australia. 
The fundamental objective of the award is to`- 
encourage firms to disclose information within 
their annual accounts which will enable readers, 
both skilled and unskilled, to understand the firm 
and its processes, the environment within which it 
operates, and its likely future developments. As 
the sponsors of the award state: 


One of the objectives of the Annual Report 
Award is to encourage provision of more than 
just the minimum statutory and Stock Exchange 
requirements through the reporting of valid 
and objective measures of performance and the 
presentation of adequate financial and other in- 
formation in a form which can be readily under- 
stood. This may lead to greater public aware- 
ness of the objectives of organisations and their 
achievements and a better understanding among 
management, shareholders and employees (4/st 
Annual Report Award Handbook, 1990, p. 9). 


To enter the competition, organisations volun- 
tarily submit their annual financial statements for 
review. Upon submission, the organising body 
classifies the firm into one of three categories: 


Division A: Competitive Business Enterprises, in- 
cluding Government Business Enter- 
prises in Competition with Private 
Enterprise. 
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Division B: Public Sector Organisations. 
Division C: Professional, Community, Welfare and 
Health Organisations. 


The reports go through a four-step judging 
process. There is a preliminary review to ensure 
that accounts meet minimum standards before 
qualifying for further examination. According 
to p. 9 of the 1991 ARA Handbook, the pre- 
liminary review seeks to ensure that the financial 
statements of all entities, regardless of industry 
classification: 


(a) give a clear indication of what the organisation 
does; 


include a reasonably comprehensive review of 
its operations; 


(b) 


(c) present financial information with a form, 
content and detail appropriate to an organis- 
ation of its type; 


provide statistical and other data for a mini- 
mum period of five years in respect of signifi- 
cant items from the profit and loss statement 
and balance sheet; 


(d) 


(e) contain design and eae of a reasonable 
standard. 


Reports which have successfully passed the 
preliminary judging are divided into their various 
classifications (A, B or C) and evaluated by the 
Examining Committee using general criteria which 
are applicable to all entities, and additional specific 
criteria applicable to each classification.’ 

The Examining Committee then presents the full 
list of recommendations to a ten-member Annual 
Report Award Committee.? At this stage the 
Adjudicator’s Report, which is published annually 
in the Annual Report Handbook, is finalised and 
drafted.* The Adjudicator’s Report and the Annual 
Report Award Committee’s recommendations are 
presented to the four-member Panel of Advisers 


2For example, the specific disclosure requirements of firms 
in Division A include the highlighting of particular financial 
ratios and the disclosure of a statement of value added. Such 
disclosures are not required by any professional or statutory 
regulations. 

‘This committee is commonly made up of academics, 
company managers and directors, partners from accounting 
and legal firms, financial journalists, and Stock Exchange 
representatives. 

‘The adjudicator’s report contains a general overview of the 
major strengths and weaknesses pertaining to the reports of 
each Division (A, B or C). In addition, a separate report is sent 
to each applicant which details ie rae and weaknesses of 
each organisation’s 

‘There can be multiple Gold or winners within a 
division. 

‘For example, the 1990 annual report award winners were 
reported in Australian Business, 15 May, 1991, pp. 58-63. 
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which may alter or confirm the recommendations 
of the committee. The annual reports that have 
fulfilled the criteria to the satisfaction of the judges 
are presented with an Annual Report Award. The 
awards are classified into ‘bronze’, ‘silver’ and ‘gold’ 
awards. A description of the awards, as outlined in 
the 41st Annual Report Award Handbook (p. 31), 
provides that: 


Bronze Awards 


Bronze Awards go to reports which fulfil the 
initial and general requirements of the selection 
process and which meet substantially the general 
criteria and those laid down for each classification. 
Bronze-Award-winning reports show no major 
shortcomings. 


Silwer Awards 


Silver Awards are made to reports which meet 
the criteria with only minor shortcomings, which 
debar them from being recommended for a Gold 
Award. Such reports achieve noticeably greater 
distinction in annual reporting than do Bronze 
Award winners. 


Gold Awards 


Gold Awards are reserved for reports which 
achieve excellence in annual reporting and are 
considered models for other annual reports. 

The names of the award-winning companies and 
organisations are published in Australian Business, 
which devotes a number of pages to the competition 
and the results. Only the names of the winners 
are published; unsuccessful applicants are not 
identified in any publication. The reason for this, 
according to the organisers of the award, is to pre- 
vent any adverse publicity accruing to unsuccessful 
applicants. 


Voluntary financial statement disclosures 
as a means of reducing the firm’s political 
costs f 


Conceivably, all firms would benefit from winning 
an ARA. However this paper explores whether 
firms that are subject to high political costs receive 
greater benefits from such an award, relative to al! 
other firms. 

The firm can be viewed as a ‘nexus of contracts’ 
between various factor suppliers (Coase, 1937; 
Fama, 1980). Some of the contracts may be explicit 
in nature (such as those with management and 
debtholders), whilst others may be implicit in 
nature (such as those with consumers, labour 
unions, or government). Political costs are defined 
as wealth transfers imposed upon a firm by 
external interest groups such as labour unions, 
consumer groups, or government. Researchers have 
long argued that accounting numbers may be used 
in this wealth-transferring process (Watts and 
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Zimmerman, 1978).’ For example, government 
may use accounting numbers as ‘excuses’ for the 
imposition of taxes or the granting of subsidies 
(Holthausen and Leftwich, 1983, p. 88). As 
Holthausen and Leftwich (1983, p. 88) point out, 
accounting numbers may only be used as excuses 
for political actions if contracting and monitoring 
costs in the political process are high.® The extent 
of potential wealth transfers that a firm may be sub- 
ject to within the political process may influence 
management’s actions, and drive management’s 
decision to employ accounting techniques to reduce 
these wealth transfers (Watts and Zimmerman, 
1986, p. 223). 

Apart from opportunistically adopting particular 
accounting methods in an endeavour to avoid or 
minimise wealth transfers away from the firm, 
Management may elect to disclose voluntarily 
additional information with similar motivations 
in mind. For example Deegan and Hallam (1991) 
provide evidence that firms may voluntarily provide 
value added statements to indicate that employees 
are receiving their fair share of the value added 
created by the firm, relative to the returns to equity 
owners. The disclosure of a value added statement 
is deemed to be motivated by a desire to minimise 
the likelihood of unions justifying further wage 
claims against the firm. 

In a similar vein, Hines (1991) related voluntary 
environmental disclosures to the desire to reduce 
political costs. In a review of environmental dis- 
closures made within financial statements, it was 
found that: 


the number of disclosures on social issues was 
probably larger for companies in vulnerable 
industries (for example, oil and chemicals), and 
also for those which had more direct contact 
with the general public (p. 39). 


Where explicit contracts exist between particular parties, 
wealth transfers may directly follow the release of particular 
accounting numbers. For example, leverage constraints negoti- 
ated with debtholders may have been violated resulting in cash 
flows away from the firm, or alternatively, management may 
be rewarded on the basis of accounting numbers (adjusted or 
unadjusted). Winning an ARA will not directly affect such 
contractual arrangements (there is no effect on accounting 
numbers) and hence such arrangements will not be further 
considered in this paper. Where implicit arrangements exist (for 
example, a labour union may have an implicit understanding 
that the firm will share a fair proportion of its profits with the 
employees}, there are no direct wealth transfers relating to 
particular accounting numbers. However, there may be indirect 
transfers as particular accounting numbers may be used by 
particular groups as an excuse to justify wealth transfers away 
from the firm. 

‘Examples of contracting and monitoring costs include the 
cost of forming coalitions (coordinating individuals with 
homogenous beliefs in an organised manner) and the costs of 
accurately evaluating the economic effects of the proposed 
taxes and subsidies, or other actual or proposed wealth 
transfers. 
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Wong (1988) also considered how voluntary 
disclosures may reduce the firm’s political costs. 
He found support for the proposition that the 
voluntary disclosure of current cost data will have 
the effect of reducing the firm’s political costs. 


The ARA as a means of reducing the firm’s 
political costs 


Particular interest groups may identify and use par- 
ticular negative attributes of the firm (for example, 
market dominance) to justify their attempts to 
transfer wealth away from the firm (for example, 
in the form of increased wages or additional taxes/ 
reduction in subsidies). As indicated above, firms 
may elect voluntarily to disclose information over 
and above legislative or professional requirements 
in an attempt to reduce the firm’s political costs. 
It is also plausible that winning an award for good 
reporting may alleviate some of the negative 
publicity associated with any politically unpopular 
attributes of the firm (for example, large market 
concentration) or unpopular activities the firm 
may be pursuing. Central to this notion is the fact 
that an independent arbiter, Australian Business 
magazine, through its judging committees, has 
expressed confidence in the level of disclosures 
made in the firm’s annual report. This in turn may 
indicate that the firm appears to be concerned with 
the needs of its financial statement users, with these 
users potentially including parties with a direct 
investment in the firm as well as, other groups such 
as employees and their related unions, the con- 
sumers of the firm’s products, and government. 
Winning an ARA may lead these various account 
users, some of which may include constituents or 
members of particular lobby groups, to have greater 
confidence in the completeness of the disclosures 
made within the firm’s reports. 

It has been assumed by others (for example, 
Watts and Zimmerman, 1978) that publicity of 
the attributes of particular firms (for example, high 
rates of return or high market concentration) may 
be particularly costly for politically sensitive firms 
as interest groups promote ‘negative’ attributes 
to support their case for wealth transfers away 
from the firm. Positive or favourable news (such as 
winning an ARA) may act to offset negative news 
and hence act to decrease the likelihood of wealth 
transfers being made against the politically sensitive 
firms. Indeed, the Committees have said that the 
winning reports are examples for other firms to 
follow. In other words, winning an ARA potentially 
enhances the perception of the firm in the eyes of 
the community—something a politically sensitive 
firm would find particularly advantageous. 

The winning of an Award comes at a cost, 
namely that of making the increased disclosures 
(over and above the minimum legal requirements) 
in order to win. These costs may include costs of 
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preparation, and potential costs associated with the 
release of proprietary information to competitors 
(Verrechia, 1983)? However, it is argued that a 
politically sensitive firm will be willing to expend 
the effort and resources required to win the award. 

Although it is conceivable that all firms will gain 
from the award, non-politically sensitive firms will 
not have the same motivation to adopt strategies 
which counter the negative attributes promoted by 
particular interest groups. That is, non-politically 
sensitive firms will not have the same relative gains 
from winning an award which promotes them as 
being full and fair disclosers, since non-politically 
sensitive firms are unlikely to face the same level of 
detailed investigations of their operations by public 
interest groups within the community. 

As Trotman (1979, p. 27) argued when examining 
the propensity of firms voluntarily to disclose social 
responsibility information: 


social responsibility reporting may contribute to 
public image and this in turn may lead to greater 
public acceptance, more identification and 
avoidance of confrontation such as strikes and 
boycotts ... by reporting social responsibility 
information companies are showing that they 
are acting responsibly and that there is no need 
for further legislation to force them to do so. 


Consistent with Trotman’s discussion of social 
responsibility disclosures it is suggested that being 
identified as an ARA winner may reduce the likeli- 
hood of confrontation, reduce the arguments that 
the firm is not acting responsibly, and decrease the 
likelihood of further specific legislation—actions 
which may be more likely to be taken against 
politically sensitive firms. 

Hence the central proposition of this paper is: 


Firms subject to higher political costs will be 
more likely to apply for an Annual Report Award 
than firms subject to low political costs. 


With respect to the additional disclosures 
required to win the award, a caveat is noted. It is 
not possible to ascertain whether the firm made the 
additional disclosures (for example, the voluntary 
presentation of a value added statement) to reduce 
its political costs, or whether the disclosures were 
made in order to win an ARA, with the award itself 


? Note, however, that if a firm is monopolistic and therefore 
perhaps viewed with suspicion by the community and hence 
potentially subject to political costs (Hagerman and Zmijewski, 
1979; Sutton, 1988; Wong, 1988), the costs related to the 
disclosure of proprietary information may be low. 

Tt should be acknowledged that size is frequently criticised 
as being a noisy proxy for political costs. Large size could also 
potentially mean that the firm simply has more to disclose, or 
that the firm has more resources available to attract individuals 
with the appropriate skills to package the firm's financial state- 
ments in a manner which will be viewed favourably by those 
judging the ARA. 


ACCOUNTING AND BUSINESS RESEARCH 


being seen as a way to reduce the firm’s political 
costs. That is, it is unclear whether the gaining of 
an ARA is the primary motivation for the addi- 
tional disclosures made by the firm. Whatever the 
case, the choice subsequently to enter the award 
competition is voluntary. That is, even after making 
the additional (voluntary) disclosures, firms still 
choose to enter the ARA competition. 


Identifying politically sensitive firms 


Previous research, for example, Jensen and Meck- 
ling (1976), Hagerman and Zmijewski (1979), 
Watts and Zimmerman (1978), Wong (1988), 
Deegan and Hallam (1991), and Deegan and Hesse 
(1992), has identified five attributes of the firm 
which appear to be indicative of the existence of 
high political costs: 


(i) large size; 

(ii) high rate of return; 

(iii) high market concentration; 
(iv) high effective tax rates; and 
(v) high media visibility. 


As these measures are deemed to be associated 
with the presence of political costs, it is very likely 
that the above attributes will be highly correlated. 
The above attributes are discussed in turn below. 


Size 


According to Watts and Zimmerman (1978, 
p. 115) the ‘magnitude of the political cost which 
a firm is facing is highly dependent on firm size’. 
Watts and Zimmerman further argue that large 
firms will be at a greater risk of incurring negative 
wealth transfers as particular lobby groups can 
use the size of the firm as an excuse for promoting 
wealth transfers away from the firm “due to the 
public’s (and employees) associations of high 
reported profits and monopoly rents’. Accepting 
that larger firms are subject to greater political 
costs, and accepting that an ARA may be seen as 
a method of improving the community’s perception 
of the firm (and hence as a method of reducing cash 
outflows related to the political process), larger 
firms may find it relatively more valuable to win 
the award. Hence, as size increases there may be a 
greater incentive to apply.'® 


Rate of Return 


Relatively high rates of return may indicate 
that a firm is acting monopolistically by earning 
excessive returns. This in turn may provide support 
to those parties seeking to implement wealth 
transfers away from the firm. For example, in 
considering a labour union’s actions in relation 
to the transfer of wealth away from the firm, it is 
conceivable that unions may base their claims on 
a firm’s ability to pay. A high rate of return may 
prima facie provide a union with an ‘excuse to push’ 


SUMMER 1993 


for additional claims. Hence, political sensitivity 
may be considered to be a positive function of the 
firm’s rate of return. 


Concentration 


Concentration refers to the size of the firm in 
relation to the industry in which the firm operates 
—the larger the firm is relative to its industry, 
the higher its concentration. Previous studies 
(Hagerman and Zmijewski, 1979; Sutton, 1988; 
Wong, 1988) suggest that the higher the concen- 
tration the more likely it is that a firm will face high 
political costs. The potential for wealth transfers 
may exist because a larger firm within an industry 
is more visible and more likely to be in violation 
of anti-monopoly legislation. Also it is generally 
considered that society views high market concen- 
tration with suspicion. The possibility of negative 
wealth transfers occurring as a result of the political 
process will therefore increase as the firm becomes 
larger relative to its industry. Accepting that the 
ARA is used as a means of reducing political costs, 
then firms with higher concentration ratios are 
more likely to apply for an Annual Report Award 
than firms with lower concentration ratios.!! 


Taxation 


The taxation system provides the most direct 
means by which wealth transfers can be made 
from the firm to the government. In other words, 
income tax can be viewed as ‘one of the com- 
ponents of political costs’ borne by a firm (Watts 
and Zimmerman, 1986, p. 235). If this is the case, 
a firm that is liable to pay relatively higher levels 
of taxation may be seen to be presently subject to 
high levels of costs in the political process. In this 
instance, a firm subject to a high taxation burden 
may be motivated to employ techniques which 
reduce these costs. 

Wong (1988, p. 153) argues that a firm with a 
heavy taxation burden is likely to have an incentive 
to employ accounting methods (in Wong’s case, the 
disclosure of current cost financial information) 
which will aid them in lobbying to reduce that tax 
burden or to forestall any increases in that tax 
burden. The ARA may aid the firm in its lobbying 
activities. That is, the award shows that the firm is 
not shirking its duty with respect to: keeping the 
community informed about its activities, and should 
not be subjected to disproportionate government 
intervention. 


H As noted in footnote 9, where a firm’s concentration ratio 
increases to the extent of becoming monopolistic then the costs 
associated with disclosing information to competitors may fall. 
Thus a potential alternative explanation is that, as concen- 
tration increases, the costs of additional disclosures reduce and 
this in itself may encourage the firm to make the disclosures 

to win an award. 

EA review of the judging criteria for the last three years indicates 
only minimal changes in the suggested disclosure requirements: 
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Media Visibility 

There is an expectation that firms that are con- 
stantly in the media spotlight are more susceptible 
to political transfers than firms that rarely receive 
media attention. That is, any negative attributes 
are more likely to be widely known, and hence 
community support for wealth transfers away from 
the firm may be more likely. Given that the highly 
visible firms may be subject to both positive and 
negative publicity, the firm may want to offset any 
negative media attention and improve their public 
image through the winning of an ARA. Applying 
for an ARA has minimal downside risk. That is, 
publicity will be given to the winners but nobody 
will know if a firm is unsuccessful in its application, 
since the names of the appliers are confidential. 

Having proposed that firms. subject to political 
costs may be more likely to apply for an ARA, 
and having identified five proxies for the existence 
of political costs, the following section describes 
the data sources used to test the paper’s central 
proposition. Relevant variables are also defined. 


Data sources and definition of variables 


This study is limited to examining the characteristics 
of Division A organisations (competitive business 
enterprises) as the data relating to listed companies 
(a subset of Division A) are readily available. It was 
considered that financial data relating to Division B 
and Division C entities would not readily be made 
available. ; 

This study adopts a between groups experimental 
design. We reviewed the financial reports of com- 
panies that applied for the 1990 ARA (the treat- 
ment group) and compared these reports with a 
randomly selected sample of non-applying com- 
panies (the control group). The year 1990 was used 
as it was the only year in which details of those that 
applied (inclusive of those that failed to receive an 
award) were made available by Australian Business. 
Requests to Australian Business for details of 
appliers in other years were rejected. 

In 1990 there was a total of 120 firms that 
applied for an award within Division A. Of the 120 
firms applying for the award, the majority were 
listed on The Australian Stock Exchange. Assuming 
that listed firms are, on average, larger than non- 
listed firms would suggest that appliers are larger 
than those that do not apply. This will be addressed 
in greater detail below. Further, of those that 
applied, 65 (54%) won an award (gold, silver or 
bronze). This high success ratio could be explained 
by the fact that firms can obtain the judging criteria 
prior to applying. 

More importantly, the criteria would be available 
prior to completing the firm’s annual financial 
statements.'* Consequently if the managers are 
seeking to secure an award, they will conceivably 
use the award handbook as a form of ‘checklist 
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of disclosures’. It should also be noted that award 
winners do not necessarily make all the disclosures 
listed within the criteria. 

The 1990 financial reports of the treatment 
and the control group were obtained from the 
Australian Graduate School of Management 
(AGSM) Annual Report File. Of the 120 ‘appliers’, 
the reports of only 63 were available. The control 
group was obtained by a random selection of 
seventy ‘non-appliers’ from 1990 reports within the 
AGSM Annual Report File.” 


Explanatory Variables 


(i) Size. Previous studies have used a number 
of alternative proxies for size, for example, total 
assets (Hagerman and Zmijewski, 1979), market 
capitalisation and net income after tax and before 
extraordinary items (Wong, 1988). Hagerman and 
Zmijewski (1979) suggest that no proxy for size 
should outperform another. However, as Deegan 
and Hallam (1991) state: 


as the size hypothesis is based on a political cost 
argument which involves the proposition that 
there is competition for wealth transfers, a proxy 
which takes into account the relative magnitude 
of positive and negative wealth transfers, that is, 
net income, may be a better proxy of political 
cost than gross sales for example (p. 11). 


Consistent with Wong (1988) and Deegan and 
Hallam (1991), the proxy for size employed in this 
study is net profit after tax and before extraordinary 
items. 

(ii) Rate of return. As with Wong (1988) and 
Deegan and Hallam (1991), the measure used for 
a firm’s rate of return is: 


Rate of return 
ú Net income before interest and tax 
7 Total assets 
(ii) Concentration. As concentration is an intra- 
industry comparison of size, the proxy used in this 
study is based on the contribution the firm makes 


to the net income of the industry. This ratio is 
expressed as: 


Concentration = 
Firm’s net income after taxes 
before extraordinary items 


Industry’s net income after taxes 
before extraordinary items 


(iv) Taxation. Consistent with Wong (1988) and 
Deegan and Hallam (1991), the measure used for 


Using the AGSM Annual Report File has the drawback 
that firms on the file consist of the top 500 Australian listed 
firms by market capitalisation. This may imply that our results 
are more specific to larger firms. 
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the firm’s taxation burden is the firm’s income tax 
expense, net of deferred taxes, div:ded by the firm’s 
net income before tax. That is: 


Taxation = 
Income tax expense (net of deferred tax) 
Net income before tax 


(v) Media visibility. The proxy used to measure 
media visibility is the extent of newspaper coverage 
devoted to the particular firm in the 1990 calendar 
year. The proxy measures the total number of press 
articles written about the firm. No consideration is 
given to such factors as weighting the articles on the 
basis of the size of the article, the paper in which 
it appears, or the page on which the article is pre- 
sented. The Australian Business Index was examined 
to determine how many times the firm appeared 
in one of the publications reviewed by the index. 
According to The Australian Business Index (1992, 
p. 2), the index provides a: 


guide to the contents of the Australian finance 

and business press, and to news of financial — 
interest in selected general periodicals. Articles 
are indexed by name of company, and under sub- 
ject, country and state heading, in one alphabet. 


The index is produced monthly. An annual 
edition which accumulates the information included 
within each calendar year is also produced. The 
Australian Business Index derives its information 
from 29 Australian newspapers and magazines 
during each financial year, including those with 
the widest readership in Australia: The Age, The 
Australian, The Australian Financial Review, The 
Sydney Morning Herald, Business Review Weekly, 
Personal Investment and Australian Business. 


Testing procedure 


Both univariate and multivariate testing was 
employed to’ test for a relationship between the 
five proxies for political costs, and the propensity 
to apply for an ARA. The univariate tests used 
were the one tailed t-tests and the non-parametric 
Mann-Whitney U-test. 

The multivariate tests used in this study are 
probit analysis and ordinary least squares (OLS) 
multiple regression. The probit and OLS regression 
models can be expressed as follows: 


y(0,1) =al + b1 Size + 62 Rate of Return 
+ 63 Concentration + b4 Taxation 
+ b5 Media Visibility 
where 


is a constant value 

(0, 1) is the dependent variable taking the value 
(1) if the firm applied for an ARA and (0) 
otherwise 
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Table 1 
Univariate Test Results of H1(a) to Hite) 


Treatment Group 


A 


Hypothesis Variable Mean 


I(a) 
A>B 
1(b) 
A>B 
l(c) 
A>B 
1(d) 
A>B 
1(e) 
A>B 


Size 10.716 


Rate of return 1.126 


Concentration 0.238 


Taxation 1.334 


Media 4.188 


S.D. 


0.209 
0.239 


1.240 
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Control Group 


B t-test Mann— 


Mean probability Whitney 


8.355 0.001 0.001 


1.079 0.003 0.062 


0.041 0.150 0.001 0.001 


1.243 0.290 0.018 0.088 


2.297 1.356 0.001 0.001 


Note: The t-test is a parametric test which assumes that the two groups are normally distributed. The 
moments of the Size, Concentration and Media variables revealed that all these variables were positively 
skewed. To remove this skewness, natural logarithmic transformations were employed. The natural logarithm 
function is undefined for negative values. Loss making firms were assigned the minimum value of one, yielding 
a natural logarithmic measure of zero. Exponential transformations were used to reduce negative skewness in 
the rate of return and taxation variables. Untransformed variables were used for the Mann-Whitney U-test. 


Table 2 
Pearson Product Moment Correlation Matrix 


Variables 


Size 
Rate of return 


Size 
1.000 
0.185 

(0.84) 
0.670 
(0.01) 
0.820 
(0.01) 


1.000 


0.053 
(0.90) 
0.047 
(0.80) 
0.038 0.131 
(0.70) (0.80) 


Note: Two-tailed probability in parentheses. 


Concentration 
Media 


Taxation 





bn represents the coefficient of the explan- 


atory variables. 


Results 


Table 1 provides the results of one-tailed t-tests 
and Mann-Whitney U-tests of the five variables. 
In all cases, the results are in the predicted direc- 
tion. Size, Concentration and Media Visibility are 
significant at the 0-001 level. Rate of Return and 
Taxation are both significant at better than the 
0-09 level of significance. 

The Pearson product-moment correlation 
(Table 2) indicates three instances where variables 


The multivariate testing was performed using the trans- 
formed variables as per the note to Table 1. 


ABR 23/91—C 


Rate of return Concentration 


Media 


are significantly correlated at the 0-001 level of 
significance. These are Size and Media Visibility, 
Size and Concentration, and Concentration and 
Media Visibility. 

The variables Size and Concentration were 
expected to be correlated given the prior results 
of Wong (1988). The correlation matrix therefore 
indicates that the significance of the results of 
the t-tests may have been over-estimated. Further 
testing was undertaken using both probit analysis 
and OLS multiple regression. Table 3 provides the 
results of the probit analysis, whilst Table 4 pro- 
vides the results of the OLS multiple regression.'* 

A review of Table 3 indicates that all of the : 
variables are in the predicted direction and are 
significant at the 0-055 level or better. A review of . 
Table 4 indicates that all the variables are in the 
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Table 3 
Results of the Probit Analysis 


Explanatory 
Variables 


Constant 

Size 

Rate of return 
Concentration 
Media 
Taxation 


Chi square = 54.089 (p = 0.001) 


Expected Sign 
of Coefficient 


predicted direction but two of the variables (Rate 
of return and Concentration) are not significant at 
conventional levels. 

We are left with the dilemma as to whether to 
focus on the probit or the OLS regression results. 
There is no clear guidance. Strictly. speaking, the 
data assumptions necessary for using OLS regres- 
sion are violated when a dichotomous dependent 
variable is being modelled. However, Noreen (1988) 
indicates that OLS regression performs as well as, 
and frequently better than, probit analysis for 
sample sizes similar to those used in this study. 
Given this potential impasse, the results of both 
probit and OLS regression have been presented. 


Conclusion, alternative plausible hypotheses, 
and areas for future research 


The aim of this study was to gain an under- 
standing of the incentives which motivate firms to 
apply for an award for reporting excellence. It was 
proposed that the Annual Report Award may be 
particularly valuable to firms which are subject to 
relatively high wealth transfers in the political pro- 
cess. A review of previous research provided five 
measures which have been postulated as being 
positively correlated with the presence of high 
political costs. These measures were firm size, rate 


Table 4 
Results of the OLS Multiple TA 


Explanatory 
Variables 


Constant 
Size 
Rate of return 
Concentration 
Media 
Taxation 
R? = 0.401. 
F-ratio = 17.042 (p = 0.001). 


Expected Sign 
of Coefficient 





Coefficient 


—0.917 
0.060 
0.071 
0.090 
0.133 
0.287 
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One-ta¿led 
Probability 


0.047 
0.040 
0.056 
0.03& 
0.005 
0.055 


Probit t- 
Statistic 


1.711 
1.800 
1.698 
1.820 
2.814 
1.641 


of return, market concentration, effective tax rate, 
and media visibility. 

Our results indicated that those firms that 
applied for an Annual Report Award were system- 
atically different from entities that elected not to 
apply. More specifically, the univariate and probit 
results indicated that the propens:ty to apply for an 
award was positively and significantly associated 
with the five measures employed. The OLS regres- 
sion results provided significant results for three of 
the variables (Size, Media Visibility and Taxation). 

Tf it is accepted that our five measures are indica- 
tive of the presence of political costs, as previous 
research would suggest, then it may be concluded 
that firms that apply for an awerd are more sus- 
ceptible to wealth transfers in the political process 
than firms that do not apply. 

It should be acknowledged however that there 
are other plausible reasons why a company may be 
better off as a result of winning an Annual Report 
Award. If a firm was contemplating going to the 
market for additional funds, winning an award 
would likely be considered in a favourable way by 
the market, and this may lead to a potential reduc- 
tion in the firm’s cost of capital. Hence there may 
be a correlation between a firm applying for, and 
potentially winning an award (thereby providing 
a signal to the market that the firm favours fuller 


t One-tañed 
Statistic Probability 


1.141 0.122 
1.751 0.045 
0.101 0.460 
0.691 0.378 
3.091 0.001 
1.770 0.043 
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disclosure relative to other organisations), and the 
subsequent approach to the market for additional 
funds. Future research may consider this issue 
and also whether there is a security price effect 
following the announcement that the firm has won 
an Annual Report Award. If the market positively 
values such an award, as Is argued within this 
paper, such a price effect should be found to exist. 

Lastly, the analysis of the incentives to apply 
for an Annual Report Award may be extended to 
the remaining two Divisions which make up the 
awards, namely Division B (Public sector organis- 
ations), and Division C (Professional, community 
and health organisations). However, the data 
restrictions noted in this paper may make this a 
difficult task. 
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Foreign Currency Translation and FRS 1 


George Georgiou* 


Abstract—The recently issued UK Financial Reporting Standard 1 (FRS 1) requires the replacement of the Statement 
of Source and Application of Funds by a Cash Flow Statement. A significant issue, disregarded in the past and 
specifically addressed by the new standard, is the reporting of foreign cash flows in a consolidated cash flow statement 
involving foreign subsidiaries. This paper evaluates the provisions of FRS | in relation to this issue. It is argued that 
the new requirements will not entirely resolve existing comparability problems and will not necesserily result in a 
cash flow statement which reflects the sterling equivalent of cash flows as they occur in a foreign currency. 


Introduction 


The translation of foreign currency financial 
statements has long been a problematic issue for 
standard setters. After years of deliberation the UK 
Accounting Standards Committee (ASC) adopted 
SSAP 20, Foreign Currency Translation (ASC, 
1983), which made rules for the translation of the 
balance sheet and profit and loss account. It did 
not, however, address the translation issue of 
foreign funds flows which ultimately affect the 
consolidated funds flow statement. 

Conceptually, a consolidated funds flow state- 
ment can be prepared either: 


(a) from the consolidated financial statements 
(balance sheet and profit and loss account): 
the results in this case will essentially be 
determined by the method used in the trans- 
lation of foreign subsidiaries’ financial state- 
ments. In this paper, the discussion is 
confined within the context of the closing 
rate method which is used by virtually all 
UK companies (Pope and Marshall, 1991, 
p. 61); or 

(b) by compiling and combining the funds flows 
of each entity within the group: the results in 
this case will be determined by the exchange 
rates used in the translation of the foreign 
currency funds flows. 


The following illustration shows how the 
movement in a foreign subsidiary’s cash account, 
held in foreign currency, will be reported in the 
consolidated funds flow statement when prepared 
under each of the two alternatives. It assumes 
that the exchange rate between sterling (£) and a 
foreign currency (Fc) changed from £1:Fc2 at the 
beginning of the year to £1:Fc4 at the end of the 
year. Thus, if the cash account had an opening and 


*The author is lecturer at the University of Aberdeen. 
He thanks Professor David Heald, Professor Robert Perks, 
Alan Sangster, Dr Lydia Thomson and two anonymous referees 
for constructive comments and suggestions. 


closing balance of Fc100, the opening sterling cash 
balance would be recorded as £50 and the closing 
balance as £25, directly incorporating the exchange 
rate effect of £25. 

Under alternative (a), the “balance sheet-based 
approach’, the consolidated funds flow statement 
prepared on the basis of the changes in the con- 
solidated balance sheet accounts would result in 
the inclusion of the £25 as a decrease in cash. 
Under alternative (b), the ‘funds flow-based 
approach’, the change in the foreign currency cash 
balance is zero, and on translation the change in 
the sterling cash balance would also be zero. Thus, 
the cash movement as reported in the foreign 
currency is preserved in sterling, as the exchange 
rate effect of £25 is eliminated. 

Neither alternative was explicitly supported by 
any of the ASC’s accounting pronouncements. 
Financial Reporting Standard 1 (FRS 1), Cash Flow 
Statements (ASB, 1991b), which replaces the funds 
flow statement with a cash flow statement, has 
introduced specific rules with regard to foreign 
cash flow reporting. This paper evaluates the re- 
quirements of FRS 1 in relation to the preparation 
of the consolidated cash flow statement involving 
foreign subsidiaries. 


Review of the literature 


The issue of foreign funds flow reporting has 
received relatively little attention in the literature. 
Ernst & Young (1990, pp. 1025-28) discussed the 
alternative methods under which the consolidated 
funds flow statement can be prepared, and pointed 
out the variety of pre-FRS 1 practices. Lee (1990, 
p. 32) made a similar assessment on the basis of 
‘informal observations’ of foreign exchange adjust- 
ments in funds flow statements. Touche Ross (1990, 
p. 157) also referred to different company practices 
but supported the funds flow-based approach com- 
plemented by a note explaining why the reported 
changes in the funds flow statement do not agree 
with the changes in the opening and closing asset 
and liability accounts. 
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In the US, Rayburn and Crooch (1983) 
developed a worksheet approach under which the 
exchange rate effects can be separately identified, 
but they did not provide any arguments for or 
against their elimination from the actual funds 
flows. Choi and Sondhi (1984) advocated the 
elimination of all the effects of exchange rate 
changes, as did Duangploy et al. (1987) in a survey 
of the practices of US multinationals. 

After the release of SFAS95, Statement of 
Cash Flows (FASB, 1987), the issue received more 
attention. Huefner et al. (1989) discussed the foreign 
currency requirements of SFAS 95 and provided 
an analytical approach which would facilitate com- 
pliance with the new reporting rules. Seidler et al. 
(1988) and Mahoney et al. (1988) showed how the 
reporting requirements of companies would be 
affected, with the latter authors arguing that multi- 
nationals would be forced to change their tra- 
ditional methods of preparing the consolidated 
funds flow statement. 


Pre-FRS 1 situation in the UK 
Guidance from SSAPs 


Guidance on the preparation of the consolidated 
funds flow statement involving foreign subsidiaries 
can be inferred from provisions in two accounting 
standards. The first, SSAP 10, Statements of Source 
and Application of Funds (ASC, 1975), specified that 
‘funds statements should, in the case of companies 
with subsidiaries, be based on the group accounts’ 
(para. 5) and that the figures from which a funds 
statement is constructed should be identifiable in 
the other financial statements (para. 4). Together 
the two provisions imply that the changes in fund 
accounts presented in the consolidated funds flow 
statement should be reconcilable with the changes 
in the consolidated balance sheets and profit and 
loss accounts, and thus implicitly support the use 
of the balance sheet-based approach. 

The other standard, SSAP 20, deals almost 
exclusively with the translation of the balance sheet 
and the profit and loss account. The funds flow 
statement is mentioned only in paragraph 33, in the 
definition of the financial statements which, accord- 
ing to one of the objectives of the standard, should 
‘reflect the financial results and relationships as 
measured in the foreign currency financial state- 
ments prior to translation’ (ASC, 1983, para. 2). 
The inclusion of this objective was not a deliberate 
attempt to resolve the translation issue of foreign 
funds flow statements. It was rather used as an 
argument against the use of the temporal method, 


‘For a complete discussion of this issue see Flower (1991, 
pp. 316-319). 

2See ICAEW’s Technical Release 791 (Revised) for examples 
(ICAEW, 1990). 
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the major alternative to the adopted closing rate 
method, for the purpose of translating the balance 
sheet and the profit and loss account.’ Uninten- 
tionally, therefore, ASC lent support to the funds 
flow-based approach which, as shown above, 
preserves in sterling a subsidiary’s funds flows as 
expressed in its foreign currency by eliminating the 
effects of exchange rate changes. 

Thus, SSAP 10 and SSAP 20 offered conflicting 
guidance. In the history of accounting standard 
setting this is not unusual? because the provisions 
of a new standard not specifically written to 
supersede a previous standard ignore the need to 
improve on known inadequacies of a previous 
standard and this results in a portfolio of standards 
which does not reflect cumulative learning. 


Pre-FRS I Practice 


There has been no systematic study of UK prac- 
tice concerning the preparation of the consolidated 
funds flow statement involving foreign subsidiaries. 
However, there is considerable evidence of signifi- 
cant diversity of practice. In the preparation of their 
consolidated funds flow statement, some companies 
used the balance sheet-based approach, some used 
the funds flow-based approach, and some according 
to Ernst & Young (1990, p. 1027) adopted a com- 
promise approach which eliminated the exchange 
effects from the movements of the non-fund 
accounts such as fixed assets but not the effects 
on working capital accounts. 

The exchange rate effects were variously de- 
scribed as, for example, ‘exchange restatements’ 
(Cadbury Schweppes, 1991, p. 40) and ‘currency 
[translation] (Williams Holdings, 1991, p. 18). In 
terms of presentation, two main approaches were 
adopted: (i) as a source or an application of funds: 
shown either as operating funds or as other sources 
or uses of funds; or (ii) as an independent item under 
the category with which they were associated: for 
example, the exchange rate effects on the working 
capital items were shown under the changes in the 
working capital. In addition, a variety of disclosure 
methods was adopted. Some companies, for ex- 
ample ICI (1991, p. 34), disclosed their foreign 
funds flow policy on the face of the funds flow 
statement while others made no reference to it at 
all. 

Such diversity of reporting practice inevitably 
made it very difficult for the users of funds’ flow 
statements to undertake comparisons of the 
movements of funds of different companies. 
Consequently, the usefulness of consolidated funds 
flow statements involving foreign subsidiaries was 
reduced considerably. 


The requirements of FRS 1 


FRS 1 requires a cash flow statement in which cash 
flows are classified according to the type of. activity 
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from which they stem: operating; returns on invest- 
ments and servicing of finance; taxation; investing; 
and financing. The standard acknowledges for the 
first time the significance of the effects that changes 
in exchange rates can have on the cash flows of 
foreign subsidiaries and provides guidelines for 
their reporting (ASB, 1991b, para. 36). Companies 
with foreign subsidiaries are required to report the 
sterling equivalent of foreign cash flows using the 
same exchange rate that they use in the translation 
of their profit and loss account. SSAP 20, which 
remains in force, permits a choice between the 
closing rate and an average rate for the year when 
the closing rate method is used. 

An issue not discussed by FRS 1 is the likelihood 
that cash held in foreign currency by a foreign 
subsidiary may not be cash in the group context 
due to restrictions or prohibitions on remittances 
of funds (Wallace and Collier, 1991, p. 50).° If 
the restrictions are permanent, the parent might 
be deemed not to have control over. the foreign 
subsidiary’s assets and operations, and should 
not consolidate this subsidiary. However, despite 
the existence of restrictions on remittances, the 
parent company may be considered to have 
control over the subsidiary which therefore may 
still be consolidated. In such a case, either the 
foreign currency cash should be excluded from 
the consolidated cash flow statement or, if in- 
cluded, detailed disclosure of the nature of the 
restrictions and the amounts involved should be 
provided. 

Exclusion of foreign currency cash from the 
consolidated cash flow statement means that the 
cash balance in the cash flow statement will not 
agree with the cash balance in the balance sheet 
since the latter will include the foreign currency 
cash. This could be remedied by showing the 
foreign currency cash as a reconciling item but it 
will not change the fact that it is treated inconsist- 
ently (i.e. as cash in the balance sheet but not 
as cash in the cash flow statement). Alternatively, 
foreign currency cash excluded from the cash flow 
statement could also be excluded from the cash 
balance in the balance sheet and shown instead as 
an investment. In this case, the treatment of foreign 
currency cash in the cash flow statement and in the 
balance sheet will be consistent. 

FRS 1 determines whether cash flow statements 
should be translated using the balance sheet-based 
or the funds flow-based approach. The requirement 
that foreign cash flows should be translated at a 
specific single rate resolves the issue in favour of 


*The authors also question the appropriateness of including 
foreign currency short-term investments as cash equivalents. 
Such investments are subject to.exchange risk in addition to the 
interest risk which was given by ASB as the reason for excluding 
investments with maturity exceeding three months from cash 
equivalents. 
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the funds flow-based approach which attempts to 
preserve the results and relationships of the sub- 
sidiary as expressed in its foreign currency cash 
flow statement. For example, the ratios of operat- 
ing cash flows to investing and to financing cash 
flows and the ratio of investing to financing cash 
flows will be the same in both sterling and foreign 
currency. This is consistent with the general objec- 
tive of foreign currency translation as stated in 
SSAP 20 (ASC, 1983, para. 2). Although the use of 
both the closing rate and an average rate for the 
year satisfies this objective, the two rates differ in 
some material respects. 


Evaluation of the Two Rates 


As the balance sheet must alwzys be translated 
at the closing rate and as choice exists for the trans- 
lation of the profit and loss account, the advantage 
of using the closing rate in the translation of cash 
flows is that all three financial statements will be 
translated at the same rate. Foreign currency 
profits, assets and cash flows will all be expressed 
in terms of year-end sterling equivalents thereby 
enhancing the consistency between the reported 
translated figures and preserving in sterling the 
results and relationships of the subsidiary as ex- 
pressed in its foreign currency financial statements. 
If, for example, a foreign subsidiary purchases a 
fixed asset, there will be no discrepancy between 
the amount reported as cash disbursed in the cash 
flow statement and the amount capitalised as a 
fixed asset in the balance sheet. Furthermore, the 
ratios of operating, investing or financing cash 
flows to the total assets will be the same in both 
foreign currency and sterling. 

The use of the closing rate, however, will in- 
discriminately distort the actual cash flows of a 
subsidiary. The closing rate is an arbitrary rate and 
will not report the sterling equivalent of foreign 
cash flows as they occur, except by coincidence. 
Since foreign currency cash flows are expressed in 
terms of year-end sterling equivalents, changes in 
exchange rates between the date of a cash receipt 
or payment and the balance sheet date will affect 
the reported movement in cash. Thus, whenever 
the closing rate is substantially different from the 
rate in effect on the date of a cash transaction, 
significant amounts of exchange rate effects will 
influence the reported amount of a cash receipt or 
payment. This prospect is particularly disturbing 
for operating cash flows because of their special 
significance in assessing the liquidity of a company. 
Operating cash flows inflated or deflated by factors 
which have no relationship to a company’s actual 
capacity to generate cash could lead report users to 
misleading conclusions. 

The decision of the ASB to allow the use of the 
closing rate is consistent with the provisions of 
SSAP 20. Thus, it should be emphasised that the 
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criticisms levelled at the use of the closing rate in 
the translation of cash flows apply equally to its 
use in the translation of the profit and loss account. 

FRS 1 also allows the use of an average rate by 
reference to the rate prescribed by SSAP 20 for the 
translation of the profit and loss account. Although 
SSAP 20 is not specific as to what constitutes an 
average rate, it encourages the use in such a 
calculation of a weighting procedure which takes 
account of factors such as the extent of seasonal 
trade variations (ASC, 1983, para. 18). The use of 
a weighted average is desirable because, unlike the 
use of the closing rate or a simple arithmetic aver- 
age rate for the year, it would essentially provide 
results similar to those that would be obtained if 
actual transaction rates (the rates in effect at the 
time of the cash flows) were used. FRS 1 does not, 
however, provide any specific guidelines concern- 
ing the use of such a rate in the translation of cash 
flows. Therefore it must be assumed that a weighted 
average rate calculated for the profit and loss 
account should be used as a ‘blanket’ rate in the 
translation of all cash flows relating to all five 
types of activity: operating, investing, returns on 
investments and servicing of finance, taxation and 
financing. 

The use of a uniform weighted average rate 
would preserve in sterling the subsidiary’s relation- 
ships as they exist in its foreign currency cash flow 
statement and the relationships between the profit 
and loss account and the cash flow statement. For 
example, the ratio of operating cash flows to the 
investing or financing cash flows, and the ratio of 
operating cash flows to sales, would be the same in 
both sterling and foreign currency. A weighted aver- 
age rate, however, would not preserve in sterling 
the relationships between the foreign currency bal- 
ance sheet and cash flow statement. For example, 
the ratio of the operating cash flows to fixed assets 
will not be the same in sterling and in the foreign 
currency because, whilst the former will be trans- 
lated at an average rate, the latter will be translated 
at the closing rate. 

How accurately a weighted average rate for the 
profit and loss account will report foreign cash 
flows will depend on the cash flow with which it 
is used. A weighted average rate calculated for the 
translation of profit and loss transactions would be 
substantially the same as a weighted average rate 
calculated for the translation of those cash flows 
which are the results of these transactions; such 
cash flows comprise all operating receipts and 
payments. The use of such a rate will effectively 
separate -all the exchange rate effects from the 
movements of these cash flows. As in the case of 
the use of the actual transaction rate—generally 
impractical for recurring transactions—it will pro- 
duce a cash flow statement which reports the 
sterling equivalent of these cash flows as they occur 
in foreign currency. 
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This will not be achieved, however, when this 
average rate is used in the translation of cash flows 
relating to interest, dividend, taxation, investing 
and financing activities. The use of this particular 
weighted average rate is not a reliable substitute for 
the actual transaction rate when the cash receipt 
or payment relates to such activities. Cash flows 
relating to these activities do not occur throughout 
the year, since they are the result of non-recurring 
transactions such as, for example, sales of fixed 
assets, or the issuing of debt. Therefore the indi- 
vidual transaction rates for a few isolated cash flows 
are unlikely to be equivalent to a weighted average 
rate calculated for recurring operating transactions. 
In fact, a weighted average rate for the profit and 
loss account is, for the purpose of translating 
interest, dividend, taxation, investing and financing 
cash flows, as arbitrary as any other rate including 
the closing rate. Their accurate reporting can only 
be achieved through the use of either the actual 
transaction rate or appropriate weighted average 
rates calculated specifically for the translation of 
these particular cash flows. There is no benefit, how- 
ever, in calculating such average rates since it is 
generally practicable to use the actual transaction 
rates in the translation of non-recurring cash flows. 
The use, however, of actual transaction rates in the 
translation of these cash flows, and a weighted 
average rate calculated for the profit and loss 
account for operating receipts and payments 
means that different rates must be used in the 
translation of cash flows relating to different types 
of activity. | 

The translation of the cash flow statement at 
a non-uniform rate will not only distort the sub- 
sidiary's relationships between the three financial 
statements as recorded in its foreign currency prior 
to translation, but will also distort the relationships 
which exist in the foreign currency cash flow 
statement. For example, the ratio of operating 
cash flows to the investing or financing cash flows 
will not be the same in sterling as in the foreign 
currency, since the cash flows relating to different 
types of activity will be translated at different rates. 
It is apparent that SSAP 20’s objective concerning 
the preservation of the relationships of a foreign 
subsidiary is in conflict with the fundamental 
objective of FRS | to provide a cash flow state- 
ment which reflects accurately the cash flows of a 
company. This conflict was in fact acknowledged 
by the ASC long before the proposals on cash flow 
statements were published. As SSAP 20 stated, the 
closing rate is more likely to satisfy the general 
objective of translation while the average rate is 
likely to report more fairly the profits and cash 
flows of the group (ASC, 1983, para.17). 


Treatment of Exchange Rate Effects 


Unlike Exposure Draft 54 (ED 54) Cash Flow 
Statements (ASC, 1990), FRS | limits the discussion 
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of exchange rate effects, despite explicit requests 
from respondents to ED 54, such as the Institute 
of Chartered Accountants in England and Wales 
(ICAEW, 1991, p. 106, para. 33) and the Chartered 
Association of Certified Accountants (ACCA, 
1991, p. 96, para. 8) to provide even more guidance 
than that included in the Exposure Draft. 

ED 54 proposed that the effects of exchange rate 
changes should be shown separately in the new 
statement as adjustments to the items to which they 
relate. Changes in exchange rates could affect: 
(i) the foreign currency opening cash balance of 
a subsidiary and (ii) the net cash flows generated 
or used by the subsidiary during the year. The 
opening cash balance will be affected because it is 
brought forward based on last year’s closing rate. 
If, for example, the opening cash balance for 1992 
is Fc1,000 and the closing rate for 1991 is £1: Fed, 
the opening cash balance in sterling will be £250. 
Assuming that the closing rate for 1992 is £1: Fc2, 
then the opening cash balance will be restated at 
£500, thus incorporating the £250 effect of the 
change in exchange rates. 

The reported foreign cash flows generated or used 
during the year can also be affected by changes in 
exchange rates depending on the rate used in their 
translation. If the closing rate for the year is used, 
no exchange rate effect arises because both the cash 
flows generated or used during the year and the 
closing cash balance reported in the consolidated 
balance sheet are translated at the same rate. An 
exchange rate effect arises, however, when cash 
flows are translated at a rate other than the closing 
rate, which is the rate used for the balance of 
foreign currency held at the balance sheet date. 
Assume, for example, that a subsidiary had a zero 
opening cash balance and only had a cash receipt 
of Fc500 during the year when the exchange rate 
between sterling and the foreign currency was 
£1:Fc2. Assume further that the closing rate for 
the year was £1:Fc4. Based on the closing rate, 
the subsidiary’s cash balance for the year will. be 
reported in the consolidated balance sheet at £125 
(Fc500/4). If the cash flows are translated at the 
closing rate, the consolidated cash flow statement 
will also report £125 as net cash generated during 
the year and therefore the change in exchange rates 
will not cause any exchange rate effect. But, if a 
rate other than the closing rate is used, an exchange 
rate effect will arise. Assume, for example, that the 
actual transaction rate (the rate at the date of the 
cash receipt) is used. Under this rate, the cash flow 
statement will report £250 (Fc500/2) as net cash 
generated during the year. Therefore a difference 
of £125 arises between the amount reported in the 


“One such company might be United Biscuits (Holdings) plc 
which provided a cash flow statement even before the publication 
of FRS 1 and disaggregated the two types of exchange rate effects 
(United Biscuits (Holdings), 1991, p. 36). 
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consolidated balance sheet (£125) and the amount 
reported in the consolidated cash flow statement 
(£250). This difference represents the effect of the 
change in exchange rates between the date of 
the cash receipt and the balance sheet date. An 
exchange rate effect will also arise if an average rate 
for the year is used. 

Thus, two types of exchange rate effects aie: 
lation differences) have been identified: one relating 
to the opening cash balance and the other relating 
to the net change 1n cash for the year (which repre- 
sents the cash flow generated or used by a company 
during the year). The latter will arise only when the’ 
actual transaction rate or an average rate for the 
year is used. 

FRS 1 refers to the two exchange rate effects 
identified in ED 54 and specifies in paragraph 44 
that they should be reported not :n the cash flow 
statement itself but as a separate item in the 
reconciliation of the opening ard closing cash 
balances which is to be shown in zhe notes to the 
cash flow statement. In addition, it requires that 
the exchange rate effects on financing items should 
be disclosed separately in the analysis of changes in 
financing. It does not, however, -equire the dis- 
aggregation of foreign exchange effects on (i) the 
opening cash balance, and (ti) the net change in 
cash for the year. Such a disaggregation would have 
provided an indication to report users of the mag- 
nitude of the exchange rate effects ən a company’s 
cash flows which in years of volatil2 currencies can 
be very substantial. Some companies will, no 
doubt, show the two types of exchange rate effects 
as separate items* but many others will prefer to 
comply with the minimum disclosure requirements 
of the standard and show the exchange rate effects 
as a Single adjusting item in the reconciliation of 
the opening and closing cash balances. 

However, information beyond the disaggregation 
of exchange rate effects is required if the impact of 
foreign cash flows is to be fully assessed. For geo- 
graphic segments, the ASB should have required 
(at least for operating cash flow which is the main 
indicator of a company’s ability tc generate cash, 
meet its debt obligations and pay dividends) dis- 
closure of disaggregated cash flow information by 
currency, shown in foreign currency together with 


Exhibit 1: 
Translation of Profit and Loss Account 


Sales 
Cost of sales 
Net profit 


Foreign Currency 


160 
(140) 
20 


*Cost of sales 
Opening stocks 
Closing stocks 
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Exhibit 2: 
Translation of Balance Sheet 


Purchase of fixed assets 


the basis of translation for incorporating into the 
consolidated cash flow statement. 


Numerical Illustrations of FRS I’s Requirements 


The following example illustrates the foreign 
cash flow reporting requirements of FRS 1. It is 
assumed that during 1992 a foreign subsidiary 
engaged in the following transactions: cash sales 
during the year for Fc30 of stock acquired at a cost 
of Fc20 and a cash purchase of a fixed asset at Fc40 
on 30 October. 

Exhibit 1 presents the subsidiary’s foreign 
currency profit and loss account for the year 
translated into sterling based on the closing rate 
(£1: Fc2) rather than a weighted average rate for 
the year (£1: Fc3). It is assumed that the company 
does not record depreciation in the year in which 
assets are acquired. Exhibit 2 presents an extract 
from the opening and closing balance sheets of 
the subsidiary which for brevity is assumed to have 
only three types of asset: fixed assets, stocks and 
cash. Exhibit 3 shows the exchange rates used for 
the translation of the balance sheet, the profit and 
loss account and the cash flow statement. Exhibit 4 
shows how the closing rate and a weighted average 
rate 5 for the profit and loss account will report the 
foreign cash flows under both the indirect and the 


‘According to FRS 1, this company would not have been 
allowed to use the weighted average rate because it is using the 
closing rate in the translation of its profit and loss account. It 
is used here, however, in order to illustrate its advantages and 
disadvantages. 

This is a simplified example which involves only operating and 
investing activities. No financing, taxation, interest or dividend 
transactions are included because the problems associated with 
their treatment do not differ from those associated with the 
treatment of investing activities. 

7Given the simplicity of this example, the difference between 
the presentations under the indirect and direct methods of 
reporting operating cash flows is quite modest. With a more 
realistic example, there would still be only one line (‘Net cash 
inflow from operating activities’) in the case of the indirect 
method, but several lines m the case of the direct method (e.g. 
‘Cash received from customers’, ‘Cash payments to suppliers’ 
etc). 








233 


240. 


Foreign Currency 


80 
30 
(40) 
70 


direct methods allowed by FRS 1 for the reporting 
of the operating cash flows.° The indirect method 
for the reporting of operating cash flows reports as 
a single item cash from operations Fc30. It is 
derived by adjusting the net profit of Fc10 for the 
decrease of Fc20 in the stock account which is 
shown in note 1 to the cash flow statement. The 
direct method reports further information as the 
Fc30 is specified as cash received from customers.’ 
The reconciliation of the operating profit to the net 
cash flow from operating activities is shown as a note 
to the cash flow statement. The purchase of Fc40 
of fixed assets is reported under investing activities. 

The foreign currency cash flow statement is then - 
translated into sterling based on the closing or the 
weighted average rate. À reconciliation of the open- 
ing and closing cash balances is shown in note 2 
to the cash flow statement in which the exchange 
rate effect serves as a reconciling item. 

The use of the closing rate preserves in sterling the 
subsidiary's relationships as they exist in foreign 
currency. For example, the ratio of operating cash 
flows to total assets is 12% in foreign currency 
(Fc30/250) and remains 12% when expressed in 
sterling (£15/125). Under the closing rate, however, 
the cash increase from operating activities is not 
reported accurately. It is reported at £15 (Fc30/2) 
and not at £10 (Fc30/3) which is the historical 
sterling equivalent of the cash received from 
customers (it is assumed that the weighted average 
rate provides results equivalent to those that would 
have been obtained if the actual sales transaction 
rates had been used). Thus, the operating cash 
flows are actually inflated by £5, an amount which 


Exhibit 3: 
Exchange Rates 
31/12/91 £1: Fc4.00 
£1: Fc3.00 
£1: Fc3.50 
£1: Fc2.00 


weighted average rate for 1992 
30/10/92 
31/12/92 
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represents the effect of the change in exchange 
rates between the dates on which the cash sales 
transactions took place and the balance sheet date. 
The amount disbursed in relation to the fixed 
asset purchase is also misstated. On 30 October, 


‘Calculations are subject to rounding errors. 
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Exhibit 4: 
Cash Flow Statement 
Closing rate Weighted average rate 
Fe £ Fe £ 
Indirect Method 
Net cash inflow from operating activities 30 2 15 30 3 10 
Investing activities I 
Purchase of fixed assets (40) 2 (20) (40) 3 (13) 
Net decrease in cash and cash equivalents (10) (5) (10) (3) 
Direct Method | 
Operating actipities 
Cash received from customers 30 2 15 30 3 10 
Investing activities 
Purchase of fixed assets (40) 2: (20) (40) 3 (13) 
Net decrease in cash and cash equivalents (10) (5) (10) (3) 
Notes to the cash flow statement 
1. Reconciliation of operating profit to net cash inflow from operating activities 
Fe £ Fe £ 
Operating profit 10 2 5 10 3 3 
Decrease in stocks 20 2 10 20 3 T 
Net cash inflow from operating activities 30 15 30 10 
2. Analysis of changes in cash and cash equivalents during the year 
Fe £ Fc £ 
Balance at 1 January 1992 80 4 20 80 4 20 
Net cash outflow before adjustments for the 
effect of exchange rate changes (10) 2 (5) (10) 3 (3) 
Exchange rate effect - 20" — 18° 
Balance at 31 December 1992 70 35 70 35 
“Exchange rate effect on opening cash balance: Fe £ £ 
Opening cash balance in foreign currency 80 
Translated at opening rate (£1: Fo4) 20 
Translated at closing rate (£1: Fe2) 40 
Effect on opening cash balance 26 
’Exchange rate effect on net decrease in cash: 
` On opening cash balance: | 
Opening cash balance in foreign currency 80 
Translated at opening rate (£1: Fe4) 20 
Translated at closing rate (£1: Fc2) 40 
Effect on opening cash balance 20 
On operating cash flows: 
Cash from operations in foreign currency 30 
Translated at weighted average rate (£1: Fc3) 10 
Translated at closing rate (£1: Fc2) 15 
Effect on operating cash flows 5 
On investing cash flows: 
Cash used in investing activities (40) 
Translated at weighted average rate (£1: Fc3) (13) 
Translated at closing rate (£1: Fc2) (20) 
Effect on investing cash flows (7) 
Total exchange rate effect 18 


the company paid Fc40 and therefore in terms 
of historical sterling equivalent it disbursed £ll 
(Fc40/3.50).° In contrast, the cash flow statement 
reports a cash outlay of £20 which represents the 
year-end sterling equivalent of the Fc40 disbursed. 
Therefore the reported exchange rate effect of 
£20 relates solely to the opening cash balance and 
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represents the difference between the opening cash 
balance translated at the opening rate (Fc80/4) and 
retranslated at the closing rate (Fc80/2). 

On the other hand, the use of the weighted aver- 
age rate does not preserve the subsidiary’s ratios as 
expressed in foreign currency: for example, the ratio 
of operating cash flows to total assets decreases 
_ from 12% in foreign currency (Fc30/250) to 8% in 
sterling (£10/125). However, it does report the 
operating cash flows at their sterling equivalent as 
they occur in foreign currency, by excluding from 
their movement the exchange rate effect of £5. 

This particular weighted average rate, however, 
. still misstates the cash disbursed for investing 
activities. It reports a disbursement of £13 instead 
of £11, which is the historical sterling equivalent 
of the Fc40, and would have been reported if the 
actual transaction rate was used. The use of this 
weighted average rate creates an exchange rate 
effect of (£7). This amount represents the difference 
between the fixed asset disbursement translated in 
the cash flow statement at average rate Fc40/3 and 
reported in the balance sheet at closing rate Fc40/2. 
This exchange rate effect of (£7) is aggregated with 
the exchange rate effects on the operating activities 
and on the opening cash balances of £5 and £20 
respectively, resulting in a total exchange rate effect 
of £18. 


Comparability Concerns 


The requirements of FRS 1 will reduce the ability 
of companies to choose between different methods 
of reporting foreign cash flows or to change 
methods from year to year. This will improve 
comparability between the cash flow statements 
of different companies and facilitate better com- 
parisons of a company’s cash flow statements 
over time, respectively. However, comparability 
problems will not be entirely resolved because 
companies will be able to prepare the cash flow 
statement under two different options. As has been 
shown above, they can translate foreign cash flows 
at the closing or the average rate for the year. 

It should be noted that SFAS 95 does not permit 
the use of the closing rate for translating foreign 
cash flows. The US standard insists on the use 
of the exchange rate in effect at the time of the 
cash flows or an appropriate weighted average rate 
provided the result is substantially the same as if 
the rates at the dates of the cash flows were used 
(FASB, 1987, para. 25). Thus, regardless of the 
rate used for the translation of the profit and loss 
account, the cash flow statement will be exactly the 
same (Huefner et al., 1989, p. 71). 


Implications 


The extent to which the provisions of FRS 1 will 
affect the reporting of companies largely depends 


See Loveday (1992, pp. 82-83) for an illustrative example. 
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on the method (direct or indirect) chosen to report 
operating cash flows. Most of the respondents to 
ED 54, particularly the overwhelming majority of 
preparers of financial statements, objected to the 
prospect of having the direct method imposed on 
them. They anticipated that, if the ASB were to 
require the use of the direct method, there would 
be serious implementation problems for the report- 
ing not only of the foreign cash flows but, more 
importantly, of domestically generated cash flows. 
The direct method uses information not so far 
required (for example, gross cash receipts from 
customers and gross cash payments to suppliers) 
which many companies could find difficult to 
capture through their existing accruals-based 
accounting systems. Arguably, this might be an 
even more difficult task for foreign subsidiaries. 
New accounting systems may be needed to generate 
the necessary information and it is not clear whether 
the benefits may outweigh the considerable costs of 
installing such systems. For these reasons, com- 
panies such as the Royal Dutch/Shell Group 
considered it ‘essential that the standard [should] 
not prescribe the use of the direct method’ (Royal 
Dutch/Shell Group, 1990, p. 189). 

It should, however, be encouraging to the ASB 
that most respondents did not object to the foreign 
currency provisions of ED 54 because, with the 
permitted use of the indirect method, they are not 
required to move too far away from their present 
method of preparing funds flow statements. But 
even companies that choose the indirect method 
may find it necessary to revise their present methods 
of preparing their statement in order to comply with 
the new rules. This will depend on the rate used in 
the translation of cash flows. The use of the closing 
rate will still allow companies to prepare the cash 
flow statement by analysing changes in the consol- 
idated accounts.? However, the use of an average 
rate will make this more difficult. 

One method which could facilitate compliance 
with the new rules where the closing rate is not 
used is to: 


(i) prepare the subsidiary’s statement of cash 
flows in the foreign currency; 

(ii) translate it into sterling at the average rate 
used in the translation of the profit and loss 
account; and l 

(iii) consolidate it with the parent’s statement of 
cash flows. 


Under this approach the effects of exchange rate 
changes can easily be identified and separated from 
the true movements of cash flows. 


Conclusion 


The foreign cash flow reporting requirements of 
FRS 1 constitute a major development in financial 
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reporting. In an area in which a wide variety of 
practice exists, arising from the conflicting and 
inadequate guidance provided by SSAP 10 and 
SSAP 20, the new requirements should result in 
more uniform accounting information thereby 
improving comparability between cash flow state- 
ments of different companies and facilitating better 
comparisons of a company’s cash flow statements 
over time. Comparability will still remain an 
issue, however, due to the decision of the ASB 
to permit two rates, the average and the closing, 
for translating foreign cash flows. 

Moreover, the new foreign cash flow require- 
ments should provide information which reflects 
more accurately the actual movements of a foreign 
subsidiary’s cash flows. Whether this happens will 
depend to a great extent on the rate at which 
foreign cash flows are translated. 

This paper has argued in favour of the use of the 
actual transaction rates for the translation of all 
cash flows with the exception of the operating cash 
flows which can more practicably be translated at 
the weighted average rate used in the translation 
of the profit and loss account. Although the use of 
these rates would not completely satisfy the objec- 
tive of SSAP 20 concerning the preservation of the 
subsidiary’s results and relationships, as expressed 
in its foreign currency financial statements, their 
use would result in a more accurate reflection of 
foreign cash flows 

It has also been argued in this paper that the 
ASB should have required that the exchange rate 
effects on the opening cash balance be separated 
from the exchange rate effects on the cash flows 
generated or used during the year. Furthermore, 
it has been proposed that, at least for geographic 
segments, companies should have been required 
to provide disaggregated operating cash, flow 
information. 

The impact which FRS 1 will have on the report- 
ing of companies will depend largely on the method 
(direct or indirect) chosen for the reporting of 
operating cash flows. Regardless of the method 
used, however, the new requirement that foreign 
cash flows should be translated at a specific rate 
could force companies with substantial overseas 
operations to revise their methods of preparing the 
consolidated cash flow statement. Companies which 
employ a rate other than the closing rate will find 
it difficult to prepare the statement from the con- 
solidated balance sheets. These companies might 
find it necessary to prepare the cash flow statements 
of foreign subsidiaries first in foreign currency then 
translate them into sterling and then consolidate 
them with the parent’s statement. 
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Value Added Tax in the UK: 
Identifying the Important Issues | 


Michael Godwin* 


Abstract—This paper analyses VAT policy in the UK, in the light of interviews conducted in 1988—89 with specialists 
drawn mainly from accounting and legal partnerships, industry and the civil service. The prime concern among 
interviewees was simplicity: it was considered highly desirable to avoid making the tax more complicated and to 
improve efficiency where possible. It would be undesirable to introduce additional tax rates. Compared with VAT 
in other countries, the UK tax has two idiosyncratic aspects: a high registration threshold and an extensive use of 
zero-rating. Policy-making on these two aspects of the tax involves resolving important conflicts between 
administrative efficiency, competitive equity and political acceptability. Zero-rating is well-entrenched politically in 
the UK; and the high registration threshold is popular with Customs and Excise. However, other EC countries have 
taken a different stance on these issues, and any moves towards VAT harmonisation would encounter strong 


resistance from the UK. 


Introduction 


The results reported here were obtained in 
1988-89 from a series of interviews conducted by 
Lorence Bravenec, who was investigating the 
design issues which would arise if a value added tax 
(VAT) were to be implemented in the USA.' UK 
specialists in VAT were interviewed, and their 
views provide an interesting snapshot of the state 
of informed UK opinion on VAT fifteen years after 
its introduction.” These views may be of particular 
value to policy-makers in Eastern European 
countries which are considering the introduction of 
VAT. 


What is a value added tax? 


VAT is, in principle, a tax on the economic 
contribution of a business—its ‘value added’— 
and, as in national income accounting, the amount 
of value added can be determined by calculating 
either net output (i.e. sales minus purchases) or net 
income generated (i.e. wages plus profits), since, by 
definition, the total output of a firm equals its total 
income. In the EC, VAT was developed as a 
broad-based tax on business outputs of goods and 


“The author is research fellow in small and medium sized 
enterprises at the Manchester Business School. 

‘Accordingly, I would like to express my especial thanks to 
Professor Lorence Bravenec, of Texas A & M University 
College of Business Administration, for making his interview 
data available for this analysis to be carried out. However, 
many of the opinions expressed, and all of the errors in the text, 
remain the author's sole responsibility. For Professor 


- Bravenec’s report see AICPA (1990). 


7A list of interviewees is given in the Appendix. It should be 
pointed out that only 46 of these interviewees completed the 
formal questionnaire; in particular, academic interviewees were 
not asked to complete the questionnaire. However, much 
valuable supporting information was obtained in less structured 
depth interviews with these 25 interviewees. 


services which was a significant improvement on 
existing ‘cascade’ type turnover taxes. Cascade 
taxes tax sales but make no offsetting allowance for 
tax paid on purchases; thus products which pass 
through a number of productive stages embody 
more tax content than those passing through fewer 
stages. In consequence, it is difficult to determine 
the final tax content of most outputs, making 
accurate tax rebate on exports virtually impossible. 
The cascade tax also has the major disadvantage 
that it artificially stimulates vertical integration 
among firms. The breakthrough development 
which resulted in VAT was to allow tax paid on 
purchases (‘input tax’) as a deduction against tax 
liability, thereby removing the bias against multi- 
stage production inherent in the cascade tax. 

Throughout the EC, VAT is charged according 
to the ‘invoice method’, under which the value 
added by the firm is never actually calculated, only 
the sums of VAT charged and paid out. VAT 
registered traders submit regular tax returns, stat- 
ing, for each account period: 


(a) the amount of ‘output tax’ (which is 
normally the total of taxable sales, multi- 
plied by the tax rate); 

(b) the amount of ‘deductible input tax’ (which 
is normally the VAT paid on purchases 
made for use in the registered business, 
multiplied by the tax rate); and 

(c) the ‘net VAT’, the actual VAT payments due 
from the trader, which equals output tax 
minus input tax. 


This method results in some anomalies in 
comparison with an ‘ideal’ VAT, under which tax 
paid would be exactly related to the value added; 
however, a major advantage of the invoice method 


3See Appendix B to Sandford er al. (1981). 
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is that it can handle sales and purchases at more 
than one tax rate, whereas other methods may only 
be used conveniently when a single rate is sas ps 
across the board. EC tax philosoph 
emphasise that, despite the formal identity of 
different methods, use of the invoice method 
identifies the tax as a tax on goods and services, 
rather than as a tax on payroll, thereby ensuring 
that the tax is fully rebatable on exports under 
GATT regulations. For the remainder of this 
paper, it is assumed that an invoice method VAT 
is under discussion. 

Traders are given detailed guidance concerning 
the correct VAT rates to be applied to different 
goods and services, and are expected to charge 
those rates to all customers, regardless of tax 
status; if the purchaser is registered, it is To to == 
or her to claim an input tax deduction. 
trade takes place on credit, an important Rg in 
the calculation of VAT on the invoice method is 
that tax liability is normally deemed to arise at the 
time the invoice is raised (this is technically referred 
to as the ‘tax point’), whether or not the payment 
or receipt has actually been made; thus output tax 
may become due at the end of a return period 
before payment has been received from the 
customer, and input tax may be allowed against 
net VAT before the supplier has been paid. 


The United Kingdom value added tax | 


VAT was introduced in the UK on 1 April, 1973. 
It replaced purchase tax (a narrowly-based, 
multiple rate levy imposed at the wholesale stage 
on consumer durables and ‘luxuries’) and selective 
employment tax, a short-lived tax on payroll. 
The Conservative administration stated that the 
tax was being introduced on its own merits; 
however, it had earlier been firmly rejected by 
the Richardson Committee,® primarily on the 
grounds of its administrative complexity. In view 
of the EC requirement for member states to intro- 
duce VAT, it is more realistic to see its adoption 
as being an earnest of goodwill to the EC at the 
time of the UK’s second application to join that 
institution. 


‘e.g. the Neumark Committee, 1962. 

‘Thus transactions between registered traders create no net 
gain to the revenue, because one registered trader’s output tax 
becomes another’s deductible mput tax claim. It is only when 
a sale is made to a non-registered person or business that the 
exchequer obtains any net revenue. This ‘money merry-go- 
round’, under which far more tax passes through the business 
community than ever ends up in the public coffera, has led to 
pressure for the abolition of VAT payments between registered 
traders, e.g. the 1978 proposai of the UK Consultative Commit- 
tee of Accountancy Bodies. Such reforms have foundered on the 
complications entailed in setting up machinery enabling traders 
to determine the tax status of their customers (see below). 

S Report of the Committee on Turnover Taxation, Cmnd 2300, 
1964. 
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The vast majority of UK businesses (1-7 million 
in 1991) are required to register as “VAT traders’. 
Most UK goods and services are ‘standard-rated’ 
for VAT: they are taxed at one standard rate, 
which has varied between 8 per cent and 17; per 
cent during the life of the tax. As with all taxes, 
though, there are exceptions: certain activities are 
‘zeto-rated’, ‘exempt’, or ‘outside the scope of the 
tax’. 

A zero-rated item falls within the ambit of VAT, 
but no output tax is charged when it is sold (i.e. the 
output tax rate is zero per cent). Because the sale 
is within the VAT structure, any input tax which 
has been paid to suppliers qualities as deductible, 
so a trader selling mainly zerc-rated items will 
usually qualify for regular refunds of VAT, 
because the trader’s deductible input tax will 
normally exceed output tax. 

Exemption is less favourable than zero-rating: 
although no VAT is due on an ‘exempt supply’, it 
is outside the VAT structure, and any VAT which 
has been paid on taxable inputs purchased for use 
in the exempt activity cannot be reclaimed (in VAT 
jargon it is described as ‘non-deductible input tax’). 
Some major activities, notably banking and 
insurance, are exempt from VAT in the UK. 
However, the principal exemption is that 
businesses having a taxable turnover below the 
‘registration threshold’ (£36,600 in 1992-3) are not 
obliged to register, although they may choose to do 
so voluntarily if they are carrying out a bona fide 
business. A trader whose business comprises both 
exempt and taxable activities is classed as ‘partly 
exempt’: that part of the input tax which is 
applicable to the exempt activity is ‘non- 
deductible’ and an apportionment has to be 
made between the taxable and exempt activities. 
Partial exemption has given rise to so many 
problems that the regulations have been amended 
on a number of occasions: and of course these 
changes have themselves created further adjust- 
ment problems. The rules were relaxed in 1978; 
however, the relaxation permitted the opening up 
of significant loopholes, and the rules were tight- 
ened up again in 1987; and the standard method of 
apportionment has once again been changed from 
1 April 1992.8 

Activities which are outside the scope of VAT 
include licences, statutory charzes, and supplies 
not made in the course of business: thus the sale of 
a second-hand car by a registered trader in used 
cars will be within the scope of VAT, but a car sale 
by a private person will normally be outside its 
scope. 


"During the period November 1974 to June 1979, there was 
also a higher positive rate, initially 25% and later 124%, which 
was applied to petrol, domestic electrical appliances and certain 
other items. 

tSI 1992/645, discussed in Price (1992). 
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The UK tax follows standard EC practice in 
most respects. The main difference between the 
UK VAT and a ‘typical’ EC tax lies in the extensive 
use of domestic zero-rating, notably of food, fuel 
and public transport.’ Zero-rating is common in 
the UK, the Republic of Ireland, and to a lesser 
extent in Portugal, but is relatively little used 
elsewhere in the EC.'° Because VAT is not imposed 
on a wide range of goods which feature strongly in 
the budgets of the lower income groups, the UK 
VAT achieves a broadly progressive incidence;!! 
many other VATs are more regressive. Another 
significant difference between UK practice and EC 
norms is that the threshold for compulsory 
registration in the UK is unusually high. 


The survey 


The main purpose of the survey was to investi- 
gate the design issues which would arise if a 
value added tax were to be implemented in the 
USA.” Seventy-one UK professionals whose work 
brought them into close contact with VAT-—tax 
officials, accountants, lawyers and industrialists— 
were interviewed about the tax, and although this 
relatively small and non-random sample is not 
statistically fully representative, it is clear from the 
list of interviewees (see Appendix) that Professor 
Bravenec succeeded in interviewing.a group of 
highly-qualified respondents, whose views consti- 
tute a substantial body of opinion. Thus it may be 
asserted that the survey provides interesting infor- 
mation on the views of a group of well-informed 
respondents fifteen years after the introduction of 
VAT in the UK, at a time when the ‘learning curve’ 
effects on tax administration which might have 
been expected during the first years of this major 


"The zero rating of children’s clothing, although relatively 
insignificant in revenue terms, has become something of a cause 
célébre in the UK since it was forced through against the 
government’s wishes during the passage of the original VAT 
bill. It has achieved a political importance out of all proportion 
to its money value. The progressive introduction of a positive 
rate on domestic fuel was announced in the March 1993 Budget, 
after this paper had been prepared. 

10At 2 April, 1991, standard VAT rates in the EC varied from 
12% in Spain and Luxembourg up to 22% in Denmark. In 
addition, six EC countries also operated an additional higher 
rate which was typically over 30% (e.g. Italy 38%, Spain 33% 
rate; Belgium and Portugal operated two higher rates). All 
countries apart from the UK and Denmark also operated one 
or more ‘reduced rates’. Belgium and Portugal operate six 
positive rates plus a zero rate, while Italy and Ireland operate 
four positive rates plus a zero-rate. It is worth remarking that 
six EC countries apart from the UK applied a zero rate to some 
extent: Ireland and Portugal (on a wide range of goods and 
services); Italy, Belgium, Denmark and Spain (minimal’ cover- 
age)}—~see Customs and Excise Annual Report 1991, Cmnd 1636, 
Table C9. Less up to date information on the coverage of the 
Italian VAT from Tait (1988, Table 3.1) indicates that the 
Italian zero rate includes “basic food’: hardly a ‘minimal’ 
concession. f 

Kay and King (1986), pp. 134-5. 

RAICPA (1990). 
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Table 1 
Number and Type of Interviewees 


Customs and Excise officials 
Accountants 


Lawyers 
Industrialists 
Unclassified 


— t 
= AR G 


ra 


tax should have been largely eradicated and 
operating procedures should have settled down 
into a routine. i 


The interviewees 


The analysis focuses primarily on responses to a 
formal questionnaire. There were four main groups 
of interviewees who responded to the question- 
naire; the number in each group is given in Table 1. 
Only 46 of the 71 interviewees completed this 
questionnaire; certain other groups (academics in 
particular) were interviewed in a less structured 
manner. Supporting information from these depth 
interviews is also used in the analysis. 

Interviewees were asked to express their 
opinions on 178 statements concerning 43 aspects 
of the UK tax, using a 5-point scale scored as 
follows: strongly agree (+2); agree (+1); neutral 
(0); disagree (— 1); strongly disagree (— 2). A copy 
of the full questionnaire is available from the 
author. 

Unsurprisingly, the majority of the statements 
generated a mixed or neutral response. However, if 
we define ‘agreement’ among a group of respon- 
dents as an average score of +1 or more among 
the group as a whole, and ‘disagreement’ as an 
average score of —1 or less, as many as 50 (28%) 
of the statements generated agreement/ 
disagreement among one or more of the respon- 
dent groups.’ These ‘strong’ statements provided 
the most reliable evidence concerning aspects of 
VAT about which respondents felt most emphatic. 
Detailed analysis of the responses by group is set 


out below. 


Overall ‘Agreement’ 

There was agreement or disagreement overall 
with the seven statements in Table 2. The issues 
upon which these strong attitudes were expressed 
are taken as a guide for dividing the following 
discussion into four topic areas, namely: 
exemption and multiple rating; competition and 
regulation issues (including registration and zero 


Considered in Godwin (1976) and Sandford et al. (1981). 
4More than half of these statements only obtained strong 
agreement from Customs and Excise staff: see below. 
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Table 2 
Statements Generating Agreement Overall 


Q9a 
QII 
Q33b 


The cash accounting method helps with bad debts 
Big ticket items!5 will tend to be purchased at the end of a VAT accounting period 
Specifying a lower rate on certain purchases by a partly-exempt entity or activity 
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Mean Score 
+1.48 
+1.41 
+1.17 


(e.g. sales to an insurance company) would be significantly inefficient 


Q37c 
Q33a 


Professional help is needed with partial exemption 
Specifying a lower rate on certain purchases by an exempt or non-taxed entity (e.g. 


+1.17 
+1.13 


sale of a word processor to a university professor) would be significantly inefficient 


Q30a 
Q26b 


Table 3 


Minimal use of zero rating and exemption will substantially promote efficiency 
Customs and Excise staff compensation is sufficient 


+ 1.04 
— 1.00 


Statements on Exemption and Multiple Rating Obtaining Agreement From One or Two Groups of Respondents 


Q7a 


Customs and Excise officials (+ 1.17) and lawyers (+ 1.4) agreed that exempting new building and 


zero-rating rehabilitation will encourage rehabilitation of commercial buildings. 


Q16b 
of such assets. 
Q37d 


Q8a 
Q7b 


fessional help. 


Accountants agreed (+1.1) that non-deductibility of VAT on some assets will encourage leasing 
Industrialists (+ 1.09) and lawyers (+ 1.0) agreed that international supplies necessitate pro- 


Accountants agreed (+ 1.05) that partial exemption encourages splitting of firms. 
Customs and Excise officials agreed (+ 1.0) that exempting new construction will significantly 


encourage rehabilitation over new construction of residential buildings. 


Q37b 
Ql7a 





rating); the timing of payments and the cash 
accounting scheme; and the growing need for 
professional VAT advice (including the related 
issue of Customs and Excise pay). Under each of 
these topics, it is also noted where specific groups 
of interviewees (as opposed to all interviewees) 
expressed strong attitudes. The large number of 
issues on which agreement was only obtained from 
Customs and Excise staff are considered towards 
the end of the paper. 


Exemption and multiple rates 

It is interesting that four of the seven statements 
in Table 2 which obtained general agreement (30a, 
33a, 33b and 37c) refer to the disadvantages of 
multiple tax categories: rates, exemptions and 
partial exemptions. Partial exemption in particular 
is widely recognised as an area in which there is 
considerable scope for misunderstanding, 
anomaly, and tax planning. It is not surprising that 
respondents felt that partial exemption issues 
necessitated professional advice (Q37c). The UK 
experienced a period during which there were two 
rates of VAT, and presumably some of the 
criticism of differential and multiple rating is based 
on experience during that period. 


BLe, high value purchases. 
See note 7 above. 


Lawyers (+1.0) agreed that compound supplies necessitate professional help. 
Industrialists disagreed (— 1.18) that car non-deductibility has discouraged car purchase. 


The widespread recognition of the inefficiency of 
charging differential rates to exempt or partly- 
exempt traders (Q33a, Q33b) is clearly a reflection 
of the fact that it is unnecessary under an invoice- 
type VAT for the vendor to distinguish between 
different categories of purchaser. Instituting a 
check on status of all traders who were entitled to 
preferential treatment would involve some system 
of registering preferential purchasers: additional 
records would have to be maintained, and further 
checks undertaken to ensure that such registrations 
were not abused (e.g. by the preferential purchaser 
buying tax-free goods on behalf of an unregistered 
person). Additional administrative costs would be 
incurred, and scope for abuse would be wide: under 
any simple system of purchaser rebates, traders 
would have an incentive to make fraudulent mis- 
declarations by overstating the taxable status of 
their suppliers (and thus over-reporting deductible 
input tax paid out), and/or understating the taxable 
status of customers (and thereby under-reporting 
output tax collected). In cases where traders deal in 
goods and services which are taxed in more than 
one VAT category, it is already possible to evade _ 
VAT by misdeclaring the VAT ratings on items 
bought and sold: but in principle, at least, purchases 
and sales can be traced from the trail of invoices. 

Table 3 sets out the statements on exemption 
and multiple rating which obtained agreement 
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Table 4 
Statements on Competition and Regulation Obtaining Agreement From One, Two or Three Groups of 
Respondents 


Q3b Customs and Excise (+ 1.5), accountants (+ 1.24) and lawyers (+ 1.2) agreed that if a retail 
business does not have to register, it has a type of advantage over a registered competitor. This 
advantage significantly encourages devices to avoid registration, e.g. by a person's separately 
incorporating different small businesses. 

Customs and Excise officials (+ 1.33) and accountants (+1.05) agreed that non-registration of 
retail businesses gives a significant advantage over registered competitors in labour intensive 
firms. 

Customs and Excise officials (+ 1.17) and industrialists (+ 1.09) agreed that the welfare system 
should be used for redistribution rather than the tax system. 

Accountants (+ 1.05) and Customs and Excise officials (+ 1.0) agreed that zero-rating is justified 
for social reasons. 

Customs and Excise officials (+ 1.0) and accountants (+ 1.0) agreed that zero-rating of food aids 
progressivity. 

Lawyers (+ 1.0) and industrialists (+ 1.0) agreed that detailed provisions should be dealt with 
through delegated or primary legislation, not through notices and leaflets. 

Lawyers disagreed ( — 1.2) that non-registration of employees encourages avoidance by employers 
purchasing tools, or by incorporation of employees. 

Lawyers disagreed (— 1.6) that avoidance by professional employees incorporating separately was 


Q3a 


Q39b 
Q32b 
Q38al 
Q26f 
Q2a 
Q2b 


encouraged. 


from one or two groups of respondents. Most of 
these issues are self-explanatory: the issue of 
compound supplies (Q37b), i.e. supplies of 
differently rated goods and services as part of a 
single package, is similar to that of partial exemp- 
tion in that it also gives rise to problems of 
apportionment. 

The comments on the construction industry 
(Q7a and Q7b) illustrate again that any difference 
of treatment between competing activities can be 
expected to result in a relative increase in the 
favoured activity. At the same time, borderlines 
between taxed and untaxed activities have to be 
drawn somewhere. The UK has subsequently 
fallen into line with other EC countries, in which 
commercial building is not exempt from VAT, but 
is taxed at the standard rate. This change has had 
the practical effect of increasing costs in the exempt 
sector (notably banking and finance), which now 
has to bear non-deductible input VAT on the 
builder’s margin: previously the cost of VAT on 
building materials was included in the price 
charged by the builder to the exempt customer, but 
the builder himself did not have to charge VAT on 
his margin. The statement that firms have a tax 
incentive to lease non-deductible assets rather than 
purchase them is a more technical issue which 
illustrates one of the multiplicity of ways in which 
the market will react to the existence of tax border- 
lines. Industrialists’ strong views on company cars 
(Qi7a) are most probably explained by the fact 
that the company car is a much better established 
perk in the UK than in most other industrial 
countries; it is usually provided with the aim of 
avoiding income tax more than VAT. While tax 
regulations on the private use of a company car 


ABR 23/9|—D 





have been tightened up, it has become an 
entrenched status symbol in the UK. 

Some commentators argue that the registration 
threshold in the UKY is too high, since it 
encourages ‘unfair’ competition from small unreg- ` 
istered firms. Avoidance may also take the form of 
deliberately keeping the business small, and there 
is an incentive to misrepresent a business which is 
just over the turnover threshold as smaller than it 
actually is. To the extent that the registration 
threshold acts as a disincentive to the expansion of 
small firms, VAT could also have adverse effects on 
economic growth.” It is perhaps surprising that 
retailers were singled out (Q3b) by respondénts, 


because if respondents were referring to shopkeep- |’ 


ers, they incur high input tax costs on their stocks 
of goods. An unregistered business cannot reclaim” - 
this input tax, and will normally attempt to pass it . 
on to the customer; it is only the VAT on the 
retailer’s own margin which is avoided by not 
registering. If, however, they were referring more 
generally to businesses which sell to the final 
consumer, the response is more comprehensible. 

Table 4 sets out the statements concerning com- 
petition and regulation issues which obtained 
agreement from between one and three groups of 
respondents. Customs and Excise officials and 


7£22,100 at the time of the interviews (1988-89), £36,000 in 
1991-2. 

"Traders whose taxable turnover is below the registration 
thresholds might decide that it is simpler not to increase their 
turnover, and thus to ensure that they do not trigger a liability 
to register. Similarly traders whose turnover is just above the 
registration thresholds may decide to drop taxable turnover to 
below the limits specified, Tolley’s VAT Planning 1992, p. 442, 
italics added. 
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accountants stressed that non-registration of retail 
businesses gives a significant advantage over regis- 
tered competitors in labour intensive firms. Where 
a business purchases substantial inputs of taxable 
goods, it will be at a disadvantage if it fails to 
register, because it will be bearing input VAT costs 
which its competitors can reclaim. But if these 
taxable inputs are insignificant, as in a window- 
cleaning business for example, the non-registered 
firm has to bear the small amount of input VAT 
on its ladder, bucket and detergent, but it does not 
have to charge 174% VAT on its output. If its sales 
are to the general public, who are unable to reclaim 
VAT, it is thus well-placed to undercut its regis- 
tered competitors: it has a considerable incentive to 
stay below the VAT threshold, legitimately or 
otherwise. 

It can therefore be argued that the existence of 
a lower registration threshold would eliminate the 
undesirable situation in which many viable small 
businesses are not obliged to register, possibly 
giving them a competitive edge over registered 
firms. However, a number of UK pressure groups 
such as the National Federation of Small 
Businesses and Self-Employed have argued in the 
opposite direction, for a significant increase in the 
registration threshold. They base their arguments 
on the regressiveness of VAT compliance costs,!’ 
and their views appear to have carried more weight 
with the policy-makers, because the registration 
threshold was raised in 1991 by 37-8% (greatly in 
excess of the inflation rate) despite previous UK 
government commitments to the EC to hold such 
increases down to the rate of increase in retail 
prices. Since the UK registration threshold was 
already the highest in Europe, it would seem that 
other EC countries assign more weight to the 
counter argument: this is a further example of an 
issue on which the UK takes a different line from 
other countries. 

It is interesting that the tax officials and accoun- 
tants interviewed seemed concerned about the 
competitive distortions brought about by the 
registration threshold, but also agreed that use of 
the highly distortionary zero rate was justified. As 
mentioned above, the presence of an extensive zero 
rate is an unusual feature of the UK VAT. Voters 
in the UK seem generally to favour zero rating, 
and the results of this’ survey are in line with UK 
opinion polls. 

The major social advantage of zero rating is that 
it gives the UK VAT a proportional, or even 
slightly progressive distributional impact, because 
the lower income groups spend a high proportion 





‘See Sandford er al. (1989), Table 8.3, for an illustration of 
the extent of regressiveness of VAT compliance costs: in:1986~7 
the smallest firms incurred costs averaging 1-9% of turnover, 
whereas for business in the £1m-£10m size band, costs averaged 
0-04% turnover. 
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of their incomes on food and fuel. However, this 
feature of the tax is controversial among econom- 
ists, who point out that most of the benefit of zero 
rating goes, paradoxically, to high income tax- 
payers. Although food and fuel constitute a smaller. 
proportion of their budgets, in value terms they 
purchase more of these items.” Thus a rich house- 
hold benefits much more, in absolute terms, from 
the absence of a consumption tax than a poor 
household. 

If the aim of the tax and benefit system is to 
target benefits on those in need, zero rating is a 
very blunt instrument. If all goods were standard 
rated, compensation for any undesirable effects on 
income distribution could then be made through 
targeted welfare payments, which could be paid for 
easily (or even increased) out of the larger tax take. 
It is worth noting that industrialists and Customs 
and Excise officials agreed (Q39b) that the welfare 
system should be used for redistribution rather 
than the tax system, a statement which puts 
forward this alternative approach. Since the 
statement ‘Zero rating of food aids progressivity’ 
is true, respondents could simply have been 
agreeing with a statement of fact, rather than 
asserting its desirability. 

The Commission of the EC views the UK’s zero 
rate with some hostility2! but the Commission 
favours a low rate of about 5%, to be imposed on 
a list of goods and services similar to the list of 
goods and services which the UK zero rates. It is 
difficult to understand the rationale for the 
Commission’s standpoint—if a low rate is good, 
why should a zero rate not be good as well, or 
indeed better? The economic case for an ‘ideal’ 
VAT stresses its broad base and neutrality— 
academics generally favour a single rate on all 
goods and services across the board, with no 
exemptions, no lower rates and no zero rate, 
compensation for regressive effects being made 
through the welfare system. If the Commission 


2 According to Family Expenditure Survey data for 1990, the 
bottom 20% of UK income recipients spent 35-9% of their 
average weekly incomes of £44.76 per person on food and fuel, 
whereas the top 20% spent only 18-9% of their average weekly 
incomes of £245.51 on food and fuel. Thus the zero rate saved 
the average low-income person £2.81 per week, but saved the 
high mcome person as much as £8.12 (middle income groups 
spent 23-5% of =109.87 per person per week on food and fuel, 
and benefit by £4.52). See, Table 11.1 of the Third Report of the 
Irish Tax Commission for a further vivid illustration of this 
effect. 

The European Commission has once again attacked the 
UK’s use of the zero rate during discussions on a proposed 
directive on VAT harmonisation. The commissioner for taxa- 
tion, Mrs Scrivener, stated that: ‘If we cannot solve this 
problem .we will not have this directive, and there will be no 
legal basis for the UK’s existing zero rates’... The Treasury 
disputed Mrs Scrivener’s interpretation of the law, saying that 
Britain’s zero rates would not be at risk if the harmonisation 
directive failed (Britain and EC at odds over VAT plan, 
Independent, 2 June 1992). 
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Statements on Timing of Orders and Cash Accounting Obtaming Agreement From One Group of Respondents 


Q9c 
Ql5a 


purchases are involved. 
Accountants agreed (+ 1.0) that a firm above the turnover threshold for the cash accounting 
scheme might obtain a significant advantage by creating, where possible, a separate business using 
the scheme for any division of the company which risked high uncollectable debts. 


objected to the zero rate on grounds of neutrality, 
it should logically be recommending a single rate 
VAT with no additional low rate whatsoever: there 
is no theoretical case for preferring an additional 
low rate of 5% to an additional low rate of 0%, 
and indeed there is a powerful administrative 
argument against having multiple positive rates.” 
There may be.a practical objection to zero rating 
if it is feared that possibilities for fraud will be 
increased by the presence of a substantial number 
of traders who qualify for, or purport to qualify 
for, rebates of tax. However, Customs and Excise 
in the UK have not reported any uncontrollable 
fraud problems arising from zero rating. It is most 
probable that the Commission arrived at its 
recommendation for a low rate of 5% simply by 
agreeing upon a typical figure which many member 
States were already using. Another possibility is 
that the Commission fear that distortionary cross- 
border purchasing might be encouraged by the 
existence of a low rate in the UK which is out of 
line with the EC ‘average’ for a lower rate;” but 
standard rates of VAT, which cover a much 
broader range of goods and services, diverge 
widely within the EC,” and must constitute a much 
more serious problem for cross-border trade 
distortions than a 5% variation in the lower rate, 
which has a relatively limited coverage. 

There have been some indications recently that, 
in some firms, certain former employees have been 
incorporating in order to establish a separate 
business identity, but the high UK VAT regis- 
tration threshold means that most self-employed 
individuals and one-person companies do not have 
to register for VAT, and income tax is usually the 
important tax consideration in such decisions. 

Industrialists and Customs and Excise officials 
agreed (Q27c) that voluntarily registered firms 
should not qualify for compliance cost rebate or 


“Sandford et al., 1981 found that the operation of two 
positive rates in the UK caused compliance costs of small 
registered traders to increase by 50-100% (Table 6.7), and 

uired Customs and Excise to recruit 250 additional staff. 
- vidence from the USA, where different retail sales tax rates 

in different states are common, suggests that this problem may 
be exaggerated: ‘As viewed by most state tax administrators 
today, the loss of business to out-of-state vendors is not serious, 
with relatively few complaints’ Due (1971) p. 260. 

“From 12% in Spain up to 22% in Denmark. (Customs and 
Excise Annual Report, 1991, Table C9). 


Accountants agreed (+ 1.14) that the cash method is advantageous where credit sales and cash 





incur additional registration charges. Customs and 
Excise have sought powers to compel some very 
small traders to deregister, in cases where the 
amounts of tax or rebate involved are too small to 
justify costs of collection. However, the 
Government have been reluctant to compel these 
‘voluntarily registered traders’ to leave the register 
for fear of discouraging registration by firms who 
should have registered, and indeed, a 1987 case” 
has drastically curtailed the power of Customs and 
Excise to refuse voluntary registration. 


Timing of orders and cash accounting 


General agreement with Q11, concerning the 
timing of orders for high value items, point up the 
significant cash flow distortions which can arise 
from the operation of a credit method VAT with 
long accounting periods. Clearly it is undesirable 
to pay for a large item, VAT inclusive, at the 
beginning of a VAT accounting period, and then 
wait three months or more to file the input VAT 
reclaim. Firms which are financially sophisticated 
will tend to make such purchases at the optimum 
time.” While many small firms face more adverse 
cash flows because of VAT, the long return period 
in the UK has permitted some fortunate firms 
considerable scope to make use of the VAT 
collected during each accounting period, especially 
those which could exercise some control over their 
inward and outward terms of credit.’ 

For example, large supermarket chains are 
especially well-placed: they collect much of their 
income in cash, whilst having sufficient market 
power to impose long credit terms on their suppli- 
ers. Such considerations can result in substantial 
distortion of ordering patterns in trades dominated 


3 Merseyside Cablevision Ltd, under which it was found that 
the ‘intending trader’ and ‘discretionary registration’ restric- 
tions imposed in the UK were unlawful under Community law. 

% ‘Attention to detail and timing are as important, if not more 
important, in VAT planning than they are in planning for other 
taxes... wherever possible capital expenditure should be made 
at the end of an accounting period’ Tolley’s VAT Planning 
1992, pp. 2 and 17, 

Vin Sandford et al. (1989) it was estimated that at base 
interest rates, the value of cash flow benefit to the whole 
business community from holding VAT cash received (from the 
moment of receipt until the due date for payment) amounted to 
as much as 2:7% of the total tax take in 1986-87. 
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by large firms, e.g. the tobacco industry in the UK, 
which is dominated by large producers and major 
retailers. Tax-induced fluctuations in trade can 
have distortionary knock-on effects into other 
sectors of the economy, such as the transport 
industry. 

The UK’s generous quarterly return period 
accentuates these distortions. Although some 
countries offer a 3-month payment option to small 
traders, large firms in other European countries 
generally have to pay VAT monthly. In countries 
where returns are made monthly, the amounts of 
VAT at stake are reduced, and the distortions are 
correspondingly less marked. It should be noted 
that monthly payments are to be required from the 
largest firms from January 1993 in order to 
compensate for the loss to the Exchequer which 
will arise under the new, slower EC scheme for 
refund of VAT on exports.” The increased pay- 
ment frequency will be imposed on all companies 
which paid more than £2 million VAT in the tax 
year 1990/91. However, this change is unlikely to 
have a significant effect on aggregate domestic cash 
flows: it is expected that only 1600 traders will be 
moved on to monthly payments: thus more than 
99:9% of registered traders will continue as before. 


Cash Accounting 

The UK introduced the ‘cash accounting 
scheme’ option for small traders” (Q9a) in 
response to frequent complaints from businesses 
operating under unfavourable credit terms 
(i.e. offering long credit to purchasers and/or 
receiving little credit from suppliers) that, when the 
date of invoice was taken as the tax point, VAT 
often became due for payment before debtors had 
paid up, accentuating the cash flow squeeze on the 
business. Small firms in particular complained that 
their customers frequently delayed payment 
beyond the date when VAT payment became due; 
and in the worst case, where the debtor never paid 
up, the VAT was often lost as well as the payment 
due. Relief of VAT paid on bad debts was intro- 
duced in 1983, but it was necessary to prove that 
the debtor had become formally insolvent before 
any rebate could be obtained. The 1990 Finance 
Act introduced a new relief available after one year 
provided that the supplier had written off the debt. 


*“If the payments are not speeded up, the effects of EC tax 
harmonisation would cause a one-off increase in the PSBR of 
an estimated £2bn for the 1992-93 financial year, as the 
government would effectively have to advance the tax on 
purchases during the EC-wide changeover to a monthly ac- 
counting system ... EC states have agreed that it will be 
impossible to continue collecting VAT when goods cross com- 
munity borders as tax controls at frontiers will be abolished’ 
(Top companies to have to pay VAT monthly’, Financial 
Times, 22 October 1991, p. 9). 

The maximum permitted turnover for using the scheme was 
£250,000 at its introduction in 1987; this threshold was raised 
to £300,000 in 1990. 
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This is a more lenient criterion for eligibility, but 
still entails the complex process of making a 
reclaim; and the length of time elapsing between 
the payment of VAT and its eventual reclaim 
inevitably causes additional pressure on cash flow 
in the interim. 

The cash accounting option enables the business 
to incur VAT liability at the time of payment, 
rather than the date when the invoice was issued. 
As the ‘tax point’ has been moved to the point 
where payment is received, the problem of tax paid 
on bad debts simply does not arise. Thus the 
scheme can make an improvement in the cash flow 
situation of firms whose customers are taking a 
long time to pay, and automatically solves the 
problem of liability for VAT on bad debts. 
Accountants interviewed agreed (Q9c) that the 
cash method is advantageous where credit sales 
and cash purchases are involved (see Table 5). 
They also agreed (Q15a) that a firm above the 
turnover threshold for the cash accounting scheme 
might obtain a significant advantage by, where 
possible, creating a separate tusiness using the 
scheme for any division of the company which 
risked high uncollectable debts. 

In view of the emphasis placed by Customs and 
Excise on the crucial significance of the invoice as 
the key document in establishing VAT liability, the 
introduction of the cash accounting option 
represented a major concession by Customs and 
Excise.” However, there is still considerable dissat- 
isfaction about late payment and non-payment; in 
particular, firms which are above the turnover limit 
to opt for the cash accounting scheme are still 
penalised; and firms which have been using the 
scheme beneficially, and then g-ow too large and 
have to abandon it must be particularly hard hit. 


The increasing demand for professional 
VAT advice 


The need for professional help with partial 
exemption (Q37c) obtained assent from all respon- 
dent groups. Statements relating to the need for 
professional advice which obtained agreement 
from one or two groups are set out in Table 6. 
Lawyers and industrialists ag-eed (Q37d) that 
international supplies necessitate professional help: 
it is unsurprising that lawyers and industrialists 
apreed that these transactions involved VAT 
complexities. Industrialists agreed (Q37e) that 
business versus non-business activity necessitates 
professional help. Clearly this was the group of 
interviewees who had the greatest interest in this 
issue, and it is unsurprising that they should be the 
group most interested in accurate definition of — 


*It had to some extent been foreshadowed by some of the 
schemes for retailers, who normally sel to the general public 
without issuing invoices. 
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Table 6 
Statements on the Need for Professional Advice Obtaining Agreement From One or Two Groups of Respondents 


Industrialists (+ 1.09) and lawyers (+ 1.0) agreed that international supplies necessitated 


Q37d 
professional help. 
Q37e 


help. 
Q37b 


business activity. Lawyers also agreed (Q37b) that 
compound supplies necessitated professional help. 

Despite the early claim by Chancellor of the 
Exchequer Barber, who introduced the tax in the 
UK, that the tax would be ‘the simplest VAT in 
Europe’, and the initial expectation by Customs 
and Excise that most traders would be able to 
operate VAT on a self-assessment basis with little 
or no professional assistance,” many traders now 
use professional advice. In two surveys by 
Sandford et al.” it was found that the percentage 
of UK registered traders regularly employing an 
accountant to deal with VAT had increased enor- 
mously, from 13 per cent in 1977—78 to 56 per cent 
in 1986-87. It should be noted in particular that 
three of the difficulties cited above related both to 
the need for professional advice and to exemption 
and multiple rating (Q37b, 37d and 37e). 

The introduction of a more stringent penalty 
system following the recommendations of the 
Keith Committee also encouraged many traders 
to seek the reassurance of professional preparation 
of VAT returns: 


The last few years have seen a pattern by which 
the large accountancy firms have established a 
VAT department first in London, then in the 
main provincial cities ... they have staffed these 
departments to a large extent from former Cus- 
toms and Excise officials. The other side to that 
medal is the acute staffing difficulties experienced 
by Customs and Excise as they have lost many 
of their best senior executive officers, higher 
executive officers and staff from the solicitor’s 
office to the private sector (see Customs and 
Excise Annual Reports).*° 


Whilst one might expect the Customs and Excise 
interviewees to disagree with the statement that 
‘Customs and Excise staff compensation is 
sufficient’ (Q26b), it is worthy of remark that this 
statement also generated disagreement among 
accountants, lawyers and industrialists. The survey 
was carried out during a boom, at a time when 


Quoted in Robinson and Sandford (1983), p. 15. 

"See, for example, Johnstone (1975). 

BSandford et al. (1989). 

“Report on the Committee on Enforcement Powers of the 
Revenue Departments (Keith Report’) (1983). 

Sandford et al. (1989), p. 127. 
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Industrialists (+ 1.18) agreed that business versus non-business activity necessitates professional 


Lawyers agreed (+ 1.0) that compound supplies necessitate professional help. 





accountants were becoming increasingly involved 
in VAT work. However, a recessionary postscript 
to these findings is added by an anonymous referee 
of an earlier version of this paper, who states that: 


In a recent survey I undertook, two revenue 
officials moved to accountancy firms and now 
(1991) bitterly regret the move ... after the 
initial switch their salaries had not moved ahead 
as much as they had hoped; their ‘human capital’ 
in the knowledge of how the system worked 
from the government side had dated rapidly ... 
some of their colleagues had been made redun- 
dant and they feared their own jobs might 
disappear. As it would be unlikely that they 
would be re-employed in the civil service their 
position was bleak. 


While it is clearly desirable for Customs and 
Excise staff to be given salaries ‘comparable’ to the 
accountants with whom they negotiate, the subjec- 
tive valuation of the job security afforded by civil 
service employment clearly oscillates with the 
business cycle! 


The 26 statements with which only Customs 
and Excise officers agreed f 


Of the 51 statements obtaining agreement from 
at least one group, 16 obtained agreement from 
two or more of the four groups of respondents. À 
further four questions (Q8a, Q9c, Ql5a, Q16b) 
obtained agreement from accountants only; three 
from lawyers only (Q2a, Q2b, Q37b); and two 
from industrialists only (Q17a, Q37e). However, it 
was remarkable that as many as 26 statements 
received assent only from Customs and Excise staff 
(these questions were: Qla, Q4, Q7b, Q16c, Q2Sa, 
Q25b, Q25c, Q25d, Q26e, Q27a, Q27b, Q30b1, 
Q30b3, Q30b6, Q30b7, Q30b8, Q30b9, Q30b18, 
Q30c1, Q30c10, Q30c11, Q36a, Q38a7, Q43-2, 
Q43-4, Q43-7). Admittedly the Customs and Ex- 
cise officials were one of the smaller groups of 
interviewees. Even so, the wide-ranging consensus 
among the six Customs and Excise staff on which 
other interviewees had no strong views is remark- 
able and requires some explanation. Tax officials 
are presumably particularly well-informed on tax 
issues, and so will score highly on questions requir- 
ing factual, rather than opinion-laden, answers. 
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This factor may account for their high scores on 
questions 4 and 38a7. Their views will have been 
formed partly during their specialist formal train- 
ing in administering VAT; much of that training 
will have been concerned with learning the 
regulations and applying them consistently when 
giving rulings. However, the accountants and 
lawyers in the sample would also have had formal 
training in VAT regulations, but their answers 
were much more diverse. 

Many of the statements which generate Customs 
and Excise agreement are concerned with taxability 
of self-supply (Q16c and 25a—d)—clearly a prob- 
lem issue in administration, but perhaps not one of 
great interest to taxpayers. Another dimension 
often stressed by the Customs and Excise officials 
was the importance of ‘efficiency’—rationalising 
the borderline and rate structure of the tax. Inter- 
estingly, Customs and Excise interviewees held 
strong but apparently conflicting views in the case 
of food (Q30b1 and Q38al) and fuel (Q30b7 and 
Q38a7) regarding ‘efficiency’ and ‘progressivity’, 
lending weight to the belief that some replies, such 
as that concerning the progressive effects of zero- 
rating fuel, simply report the facts about the 
incidence of the tax, while others, such as the 
preference for standard rating, reflect a desire for 
increased uniformity in the rate structure. Whilst it 
is unsurprising that efficiency was of particular 
interest to the administrators, it might have been 
expected that, unlike ‘self-supply’, efficiency would 
have been of greater concern to other groups as 
well. Perhaps the taxpaying respondents were more 
ready to accept efficiency issues as ‘given’, and to 
work within the existing structure. 

However, it is possible that Customs and Excise 
staff attitudes are more cohesive than those of 
other groups precisely because they need to have 
an official ‘world-view’. The consistency of their 
responses may be partly accounted for by the fact 
that they are liable to become part of a ‘corporate 
culture’ which informally develops a coherent 
organisational view on the tax it administers, and 
encourages its officers to subscribe to this view. 
Whether the formal or the informal factors 
predominate, it was clear that Customs and Excise 
produced agreement among its interviewed staff on 
a much wider range of issues than that exhibited by 
the other, more disparate groups of interviewees. 

‘It is generally assumed that it is the function of 
the executive to make policy, and the function of 
the Civil Service to administer that policy, adapt- 
ing its views if necessary when government policy 
changes. However, the assertion that some of the 
Customs and Excise responses reflect its own par- 
ticular corporate culture is lent weight by the fact 
that there are certain issues, mainly concerned 
with the rationality of the rate structure and the 
convenience of administration, where Customs and 
Excise opinion diverges from government policy. 
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Such issues include the appropriate level of the 
registration threshold (officials saw it as too low); 
the option for very small businesses to register 
voluntarily (not welcomed by officials); and wide- 
spread zero rating (also seemingly unpopular). If 
the civil servants were merely reflecting the views 
of their political masters, we would not expect such 
divergences to occur. 


Conclusion 


It was clear from the genera. response to the 
questionnaire and to the less structured interviews 
that the prime concern of interviewees was the 
simplicity of the tax: avoiding camplications, such 
as an increase in the number of tax rates, and 
improving efficiency where possible. At’ a time 
when the European Commission is taking a strong 
line on the direction in which VATs in the Commu- 
nity should be moving, perhaps -he most interest- 
ing views given by Bravenec’s interviewees are 
those on the idiosyncrasies of the United Kingdom 
VAT: the widespread zero rating and high regis- 
tration threshold compared with VATs in other 
countries. With regard to registrétion, three of the 
four groups agreed (Q3b) tha- not having to 
register encouraged small retail businesses to take 
steps to avoid registration; two of these groups 
agreed (Q3a) that this was particularly true in 
labour intensive firms. However, Customs and 
Excise officials were aware of the offsetting admin- 
istrative costs of registering small firms, and agreed 
(Q27a) that a sizeable increase in the threshold 
would substantially promote efficiency, and were 
opposed (Q27b) to voluntary registration. Since 
the interviews, the UK has gone out even further 
on a limb with the 37-8% hike in the registration 
threshold in 1991. 

Views on the zero rate were mixed: there was 
overall agreement (Q30a) that minimal use of zero 
rating would substantially prcmote efficiency. 
Customs and Excise staff clearly favoured a wide- 
spread, broad-based standard raze, but even they 
recognised the advantages of the zero rate. 
Although they agreed that it would be more 
efficient to apply the standard ratz to all the major 
zero rated commodities, these same Customs and 
Excise officials agreed (Q32b) thal zero rating was 
justified for social reasons, with accountants 
concurring. In particular, they agreed (Q38al and 
38a7) that zero rating of food, fuel and power 
substantially promotes progressirity; accountants 
again concurred in the case of fcod. 

It is interesting that these apparently contradic- 
tory views can be held concurrently, and perhaps 
indicates the strength of belief in -he redistributive 
functions of taxation, even when the technical 
arguments point in the opposite direction. The 
reasons for this may be partly Historical, having 
their origins in the earlier UK tradition of narrow- 
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based, selective excises and purchase tax, rather 
than broad-based sales taxes, and the strong dislike 
of taxing “necessities', particularly food, which 
dates back to the Anti-Corn Law League. Despite 
recent pressure from the European Commission to 
harmonise VAT rates and eliminate the zero rate, 
it seems doubtful whether the political climate in 
the UK would permit a positive rate to be applied 
to food or children’s clothing in the foreseeable 
future. As with so many other policy issues, it is 
questionable whether there is sufficient strength of 
the political will in the UK for further harmonisa- 
tion of VAT. 
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Tests of Controls with Interim-Review 
Populations: New Results and 
Recommendations for Implementing 
Professional Pronouncements 


Richard A. Grimlund* 


Abstract—-As a practical matter of timing and work-load scheduling, auditors often find it more cost-effective to 
conduct interim-review tests of controls than year-end tests of controls. In keeping with official pronouncements, 
auditors must consider (1) the appropriateness at year-end of these interim-review results and, consequently, (2) the 
extent of their supplementary year-end evaluation of internal controls. The auditing literature is completely silent 
as to how auditors might comply with these requirements. These issues are investigated in this paper using (1) a 
variety of Monte Carlo simulations, (2) four statistical inference approaches (from practice and from the audit 
research literature) and (3) supporting analytical considerations. The paper provides some surprising conclusions 
related to the appropriateness of interim-review test results as a measure of year-end control risk. “he paper also 
provides a structured, analytically based approach for assisting auditors in their evaluation of supplementary 
year-end evidence in light of interim-review test results. Finally, the paper provides evidence on the performance 
of the four statistical inference approaches for conducting these interim-review tests of controls. 


Introduction 


Very little attention has been directed by audit- 
ing researchers to the special concerns that arise 
when interim-review tests of controls are used in 
conjunction with supplementary year-end audit 
procedures. Usually a statistical sample is taken 
during the interim review from the transactions 
that have occurred to date from each internal 
control system. Then several months later after 
fiscal year-end the auditor wishes to use the results 
of these earlier samples as part of his or her 
support for conclusions to be drawn about the 
‘year-end populations’ (i.e., the accumulated trans- 
actions for the year for each system of internal 
controls). This paper identifies some important 
questions that follow from this audit procedure. 
Simulation studies and supporting analytical con- 
siderations are used to investigate these questions. 

The role of an interim review of internal controls 
is commonly addressed in professional pronounce- 
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ments. One finds very comparatle discussions in 
Canada (CICA Handbook: section 5210.22), in the 
UK (APC, Auditing Guideline: Internal Controls, 
paragraph 17) and in the USA (ASB, Statements 
on Auditing Standards (SAS): Nə. 55, paragraph 
55). For example, paragraph 55 of SAS 55 dis- 
cusses the use of interim evidence in support of an 
assessed level of control risk. Under such con- 
ditions the auditor ‘should determine what ad- 
ditional evidential matter should be obtained for 
the remaining period’. This paragraph then goes on 
to indicate the many factors used in making this 
determination, including ‘the results of the tests of 
controls... and the length of the remaining period. 
[Further, t]he auditor should cbtain evidential 
matter about the nature and extent of any signifi- 
cant changes in the internal control structure, 
including its policies, procedures, and personnel, 
that occur subsequent to the interim period’. 
This paper investigates how an auditor can 
interpret the results of interim-review testing in the 
light of such requirements. In particular, the paper 
considers the year-end implications of ‘the results 
of [interim] testing ... and the length of the 
remaining period’. With such guidance the auditor 
is in a much better position to determine ‘what 
additional evidential matter should be obtained’. 
As an‘aid‘in this determination, thrs paper provides 
a mechanism for evaluating this ‘additional evi- 
dence’. These objectives, as well as another more 
technical objective, have been formulated as four 
research questions. The four questions are now 
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briefly considered as an introduction to the more 
detailed analysis presented later in the paper. 


Question One 

As a result of practical matters of timing, work- 
load scheduling and other necessities, auditors 
generally conduct tests of controls on interim 
populations. At year-end the auditor may collect 
other evidence which suggests that the control 
environment has deteriorated. Does this new evi- 
dence imply that the auditor’s stated confidence 
level (CL) from the interim-review statistical test is 
now too high (i.e., as a year-end measure of 
confidence)? Surprisingly, because of some special 
circumstances unique to auditing, this is not 
necessarily the case. The probability of a control 
error can increase by 25 to 50 percent before the 
auditor should be especially concerned. Analytical 
techniques and simulation procedures have been 
used to investigate this issue. 


Question Two 

If the auditor can tolerate 25 to 50 per cent 
increases in the probability of a control error 
during the ‘roll-forward’ period (i.e., between the 
interim-review and year-end) what type of control 
risk exists at year-end in the absence of such an 
increase? It will be shown that the CL of an 
interim-review tests of controls (and its associated 
risk of 1-CL) is typically a very conservative basis 
for determining a year-end measure of control risk. 


Question Three 

The long standing statistical approach for evalu- 
ating tests of controls is to use the hypergeometric 
distribution for smaller populations (e.g., less than 
500 transactions) and the binomial distribution for 
larger populations.’ More recently, Bayesian ori- 
ented alternatives to these approaches have been 
proposed: the beta-binomial distribution (es- 
pecially for smaller populations) and the beta dis- 
tribution (for larger populations).* This raises the 
question of how beneficial these Bayesian oriented 
alternatives might be? It will -be shown that the 
beta-binomial distribution cannot be recommended 


'Rarely will auditors allow a sampled item to be drawn a 
second time. The hypergeometric distribution takes into ac- 
count the statistical implications of this ‘sampling without 
replacement’ procedure. It is primarily used with smaller popu- 
lations. 

?See Bailey (1981) and Roberts (1978) for audit related 
discussions of the binomial and hypergeometric distribution 
approaches. See Godfrey and Andrews (1982) for audit related 
discussions of the Bayesian oriented beta and beta-binomial 
distribution approaches. These two Bayesian oriented ap- 
proaches are only ‘Bayesian’ in a mathematical sense since their 
uniform prior distributions do not incorporate audit judgments. 
Consequently, in this paper they are referred to as ‘Bayesian 
oriented’ rather than ‘Bayesian’. See, for example, Box and Tiao 
(1973) for a more complete discussion of this issue (including 
an alternate ‘non-informative’ prior). 
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as an interim-review tests of controls procedure, 
and that the beta distribution does not appear to 
exhibit any incremental value relative to the more 
customary binomial distribution procedure. 


Question Four 

How can an auditor combine evidence from his 
or her statistical oriented interim-review with a 
judgmental oriented year-end follow-up evaluation 
of internal controls? In keeping with professional 
pronouncements, this is a practical issue that rou- 
tinely arises in a variety of audits. It has been 
completely overlooked by auditing researchers. An 
analytically justified procedure is proposed and 
tested. These tests show that the new procedure is 
relatively insensitive to overly optimistic audit 
judgments. 


Discussion 

The above questions are directed at helping 
auditors more effectively to apply the audit risk 
model. That is, given their appraisal of internal 
control risks, auditors must decide upon the 
amount of substantive testing that is appropriate. 
Consequently, the procedures suggested in this 
paper for developing more refined estimates of 
control risks may have a direct bearing on the 
amount of substantive testing used in audits. While 
it is an empirical question for subsequent research, 
these more refined procedures may counteract a 
tendency, in the absence of specific guidelines, 
towards very conservative (i.e., larger) risk esti- 
mates. That is, with more confidence in their 
measures of internal control risks auditors may be 
able to reduce the amount of substantive testing. 
Thus field auditors, with an appropriate appreci- 
ation for the results of this study, may be able more 
effectively to utilise their knowledge of internal 
controls when estimating audit risk. 

The four questions have been investigated using 
three separate series (or groups) of simulation 
studies and, where feasible, analytical consider- 
ations. In order to develop robust results, each 
series of simulations consisted of a variety of cases 
providing variations in the interim review’s confi- 
dence level, review point, population size, sample 
size and amount of error. Then through repeated 
trials the simulations investigate the effect of vari- 
ous possible changes in the propensity for error 
during the subsequent rollforward period. 

Each combination of circumstances was investi- 
gated using the four statistical distributions dis- 
cussed in question three. For comparability across 
methods, the simulations used ‘neutral’ uniform 
prior distributions with the Bayesian oriented beta 
and beta-binomial distributions (see footnote 2). 
Thus, the paper does not address the usefulness of 
the two Bayesian methods with informative prior 
judgments. 
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Simulation design 


The simulations were designed to determine the 
effectiveness of upper confidence bounds (UCBs) 
drawn from the interim review’s statistical tests of 
controls in ‘covering’ (t.e., being larger than) the 
accumulative year-end error rates (i.e., for the 
whole year). That is, if one was repeatedly to take 
interim-review samples and calculate in each case 
an upper confidence bound (UCB), how often 
would the UCB’s error rate be larger than the 
actual accumulative year-end error rate of the 
population? This frequency IS subsequently .re- 
ferred to as the year-end ‘coverage’. 

With four different methods of statistical infer- 
ence, the simulations are used in lieu of a variety 
_ of difficult (if not intractable) analytical tasks (i.e., 
~. projecting sampling results to an altered -popu- 
lation). Further, as will be seen, the simulations 
provide some special insights which might not be 
readily apparent without repeated numerical evalu- 
ations of elaborate analytical formulations. The 
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simulations are a much more direct way of achiev- 
ing these numerical results. 

- The overall design of the first series of Monte 
Carlo simulations is shown in Figure 1. The de- 
signs of the subsequent two series of simulations 
were quite similar. The logic shown in Figure 1 
parallels the actual creation of accounting popu- 
lations and the timing of tests of controls. Steps A 
to E set up the interim-review population and 
sampling procedures. Steps F and G investigate 
these conditions over a a i of rollforward 
conditions. 


The Simulation Parameters 

The main parameters of the simulations are now 
introduced. As shown in Figure 1, all combinations 
of the following parameters and options were used 
in the stmulations. Each combination of the first 
six sets of parameters defined one of 480 separate 
simulation cases that was used in the first series of 
simulations. 


A Schematic Diagram of the Monte Carlo Simulations for the First Series of 


Simulations 


population. 


errors selected in step E. 


interim-review error level. 


steps E and F. 


confidence level given in step C. 


rate. 





‘Do’ loops. ` ý 


Select year-end population size: 500, 1,000, 2,000 or 4,000 items. 
Select interim-review point: 60% or 80% of the year-end 


Select confidence level: 80% or 95%. 


Select sample size: 25 or 50 for an 80% confidence level, 
50 or 100 for a 95% confidence level. 


Select error rate for the interim-review population: one of three 
rates for each sample size and confidence level. Use the selected 
error rate with the yearend population size and interim-review 
point to determine the number of interim-review control errors. 


Select the simulation trial: 1 to 1,000. 
Generate the interim-review population using the number of control 


Draw a sample without replacement from the interim-review 
population using the sample size that has been selected. 

Generate subsequent transactions after the interim review for five 
different year-end populations based upon subsequent-error 
probabilities that are 0%, 25%, 50%, 75% and 100% larger than the 


Determine the aggregate year-end error rate using the results of 
Select one of four evaluation methods for the statistical 
inference. Use the interim-review’s sample results to determine 
the method’s upper confidence bound (UCB) at the selected 
Determine if the UCB i is larger than the aggregate year-end error 


Update trial by trial counters- for the simulated coverage of each 
method and combination of circumstances. 
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1. Confidence levels: The 80% and 95% CLs 
were investigated. An auditor might use the 80% 
CL when little reliance will be placed on the 
internal control structure (see, for example, the 
AICPA Audit Sampling guide, p. 32), or when 
greater reliance will be placed on other types of 
interim-review and year-end evidence. 

2. Interim-review points: It was assumed that 
the auditor’s tests of controls were conducted when 
either 60% or 80% of the estimated year-end 
population was available. This corresponds to a 
frequent situation where autumn testing is used in 
conjunction with a calendar year-end closing. 

3. Year-end population sizes: Year-end popu- 
lations with 500, 1000, 2000 and 4000 items were 
considered. This leads to’ interim-review popu- 
lations of 300, 400, 600, 800, 1200, 1600, 2400 and 
3200 items. These eight values are determined by 
multiplying the above two interim-review points 
(i.e., 60% and 80%) by the four year-end sizes (i.e., 
500, 1000, 2000 and 4000). Interim-review popu- 
lations larger than 3200 items were not systemati- 
cally investigated. Supplementary simulation 
results showed that the result for a population of 
3200 items was not materially unrepresentative of 
much larger populations. Interim-review popu- 
lations smaller than 300 items were not considered. 
Such situations are more typical of environments 
where a judgmental sampling approach would be 
used 


4. Sample sizes: For each CL a fairly low and a 
moderately high sample size was investigated. 
Sample sizes of 25 and 50 were used for the 80% 
CL and sample sizes of 50 and 100 were used for 
the 95% CL. 

5. Control errors: The actual number of internal 
control errors in each simulation’s interim-review 
population was fixed at a prespecified value. The 
analytical properties of the UCBs of binomial 
distribution were used with each CL and sample 
size combination to select three error rates for a 
group of three otherwise identical simulations. 
Each of these error rates was then used with the 
particular population size currently being tested to 
determine the number of control errors in the 
simulated population. This process led to simu- 
lations with meaningful error rates that were not 
arbitrarily selected. 

In particular, as discussed in the Appendix, the 
binomial distribution’s coverage of a population’s 
error rate varies with the magnitude of this error 
rate and is usually much higher than the nominal 
CL. This is a general result which is not in any way 
dependent upon the current auditing circum- 
stances. For example, at the 95% nominal confi- 
dence level the coverage varies from 100% to.95%. 
The coverage is usually much larger than 95% and 
for smaller error rates will always be 100%. Figure 
5 of the Appendix shows that these variations lead 
to a graph with a sawtooth pattern and a series of 
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discontinuity points. As discussed in the Appendix, 
these ‘sawtooth’ considerations were used in select- 
ing error rates for the simulation tests. 

6. Probability of rollforward control errors: Each 
new addition to a population (i.e., in rollforward 
items after the interim-review point) was assigned 
a probability of being in error. This probability 
was held constant within a particular simulation 
but varied from simulation case to simulation case. 
In the first series of simulations this rollforward 
error probability was set at values which were 0%, 
25%, 50%, 75% or 100% above the error rate as 
of the interim-review. Unlike many of the above 
variables, the simulation results are quite sensitive 
to this probability. Consequently, the aforemen- 
tioned finer delineation of values was required. 

Note that the interim-review populations were 
formed using a fixed error rate while the possibility 
of an error in each subsequent item after the 
interim-review was always based upon a fixed 
probability. Thus the simulated interim-review 
population for all trials of a simulation case had 
the same fixed predetermined number of errors 
(and hence error rate). In contrast, the actual 
number of errors in the rollforward population for 
each trial of a simulation case could vary slightly. 
In particular, while each item of the rollforward 
population for each trial of the case was generated 
with the same probability of being in error, the total 
number of realised errors could vary. This ap- 
proach recognises the deterministic nature of what 
has already occurred and is being sampled (the 
interim-review population) and the randomness of 
future (rollforward) errors. This important facet of 
the analysis is discussed in more depth later. 

7. Statistical inference approaches: As pre- 
viously indicated, each simulation test was con- 
ducted using four different statistical distributions. 
Figure 2 shows the relationship between these four 
distributions using a two way classification 
scheme.’ | 


First series simulations 


As noted, the first series of simulation tests were 
based upon all combinations of the parameters 
given in Figure 1. The results of these simulations 
have been organised into 16 tables. This section 
discusses Table 1 which shows the simulation 
results given in one of these 16 tables. The focus of 
the discussion in this section is on the structure of 


Classical UCBs were determined for the binomial and 
hypergeometric approaches. Upper percentiles of posterior 
distributions were used as UCBs for the Bayesian oriented beta 
and beta-binomial approaches. For expository clarity the two 
Bayesian bounds are referred to throughout the paper as 
‘UCBs’. The mathematics of these four approaches are avail- 
able in a variety of sources and will not be repeated here. See, 
for example Bailey (1981), Godfrey and Andrews (1982), and 
Winkler (1972). 
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2 
Statistical Inference for Tests of Controls: Alternative Distributional Assumptions 


Mathematicai Approach 


Classical 
Statistics 


Population 


Hypergeometric Beta-binomial 
Distribution Distribution 





the data presented in the table. This is followed in Table 1 is for a 95% CL, a sample size of 
the next section by an analysis of the data. This,in 100 and a year-end population of 500 items. 
turn, leads to follow up questions and a discussion The remaining 15 tables provide results for other 
of the other two series of simulations. combinations of these three simulation parameters. 


Table 1 
Year-End Coverages and Interim-Review Average Bounds for One of the 16 Sets of Simulations. 95% Confidence 
Level. Sample Size of 100. 500 Items by Year End 


Interim Review at 60% Point Interim Review at 80% Point 
% Roll- .. Year-End Coverages .. .. Year-End Coverages .. 
Incr. forward Accum. I Accum. 
Error Error Error Bino- Hyper- Beta Error Bino- Hyper- Beta 


Rate Prob. Rate mial geom. Beta Bino. Rate mial geom. Beta Bino. 





0. 3.10 | 310 98.3 97.7 983 947 310 981 977 S81 96.1 
0. 3.80 | 3.80 985 978 985 935% 380 995 987 99.5 96.6 
0 4.50 | 4.50 979 974 979 93.3" 450 988 97.3 G88 95.7 
25. 387 341 979 97.1 979 925" 3.26 976 97.4 $7.6 947 
25. 475 418 972 95.3 97.2 904+ 399 99.1 980 S91 95.3 
25. 563 495 970 958 97.0 88111 473 977 968 67.7 93.1" 
50. 465 3.72 974 956 97.4 89.5t 341 97.6 97.1 $7.6 93.9% 
50. 5.70 4.56 95.5 93.6" 95.5 8541 4.18 988 97.0 S88 943 
50. 6.75 540 953 93.1% 953 801t 495 969 95.7 $69 911 
75. 542 403 95.7 941 95.7 85.1t 357 973 967 $73 930% 
75. 665 494 942 912t 942 17921 437 977 958 $7.7 92.1* 
75. 787 585  939* 912 93.9* -69.9t 518 961 944 S61 89.21 
100. 434 943 93.0% 94.3 80.5t 3.72 97.2 958 $7.2 90.1t 
100. 532 91.6t 88.9t 91.6t 71.6t 4.56 96.7 948 6.7 9.19 
100. } 630 90.2¢ 872 90.2t 614t 540 95.4 93.4" $5.4 8431 
Average UCB for 79 73 18 51 16 72 76 6l 
the three interim- 8.7 8.0 8.6 6.3 Nae 5 8.7 8.2 8.6 5.9 
review populations 9.6 8.9 9.5 6.9 | 9.6. 9.1 9.5 7.6 


Note: Simulated year-end coverages that are more than 1.0, 3.0 or 5.0 below the 95% confidence level are 
highlighted, respectively, with an *, f or t. 
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In each case these other results are for a set of 
circumstances in which the ratio of the sample 
size to the year-end population size is smaller than 
used in Table 1 (i.e., less than 100/500). Table 1 
has been featured for two reasons. First, by featur- 
ing a smali population size, Table 1 can also be 
used later in the paper when discussing the third 
question raised in the Introduction. Second, Table 
1 does not provide a biased impression of the 
general trends that are applicable to all 16 tables 
regardless of population and sample size. 

While it will not be repeated on a point by point 
basis in the subsequent analysis, the trends, com- 
parisons and conclusions seen from, and drawn 
from, Table | are equally applicable to all 16 tables. 
The results presented in this paper have not been 
biased by featuring the somewhat extreme ratio of 
sample size to population size given in Table 1. 

As a starting point in explaining the simulation 
data of the first series of tests, some general charac- 
teristics of Table 1 should be noted. This will be 
followed by a more detailed discussion of the organ- 
isation of the table. Then in the next section, the 
simulation results will be analysed with reference 
to the four questions set out in the Introduction. 

All of the simulation results reported in the 
Table 1 are for three interim-review populations 
differing only m their error rates. These error 
rates are shown in the upper left part of the table (1.¢., 
3.10%, 3.80% and 4.50%). The table explores the 
implications of various percentage increases in these 
three error rates during the rollforward period after 
the interim-review. For example, the last block of the 
table corresponds to 100 percent increases in the 
three interim-review error rates (e.g., a change from 
3.10% interim-review error rate to 6.20% rollfor- 
ward probability of an error). 

As a result of this stmulation design the results 
reported in Table 1 are grouped together into 
blocks composed of three rows each. Table 1 has 
five sets of these blocks corresponding to five 
different percentage increases (i.e., 0%, 25%, 50%, 
75% and 100%) in the three interim-review error 
rates. These aspects of Table 1 are shown in the 
first two columns (i.e., on the left of the table). The 
first column shows the percentage increases in the 
three initial error rates that were used to establish 
the three error probabilities for the rollforward 
period. The resulting three ‘rollforward error prob- 
abilities’ are shown in the second column. 

The two large sections of simulation results in 
the centre and right of Table 1 correspond to 
interim-review tests of populations that have, at 
the interim-review point, respectively, 60% and 
80% of their final year-end size. With a 500 item 
year-end population (specified in the title line of 
Table 1), these two classes of simulation results are 
based upon interim-review populations of 300 and 
400 items, respectively (i.e., 60% and 80% of 500). 
Thus, the simulation results shown in the two 
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sections of the table correspond to taking a sample 
of 100 items from interim-review populations of 
300 or 400 items and drawing conclusions about 
the nature of a 500 item year-end population. 

In summary, the five different three-row blocks 
of Table 1 provide simulation results for five 
different assumptions about the probability of an 
error during the rollforward period. For example, 
the last three-row block shows that 100 percent 
increases in the interim-review error rates of 
3.10%, 3.80% and 4.50% lead to rollforward error 
probabilities of 6.20%, 7.60% and 9.00%. In 
particular, the third of these lines, labelled ‘100. 
9.00’, shows simulation results for interim reviews 
at either the 60% or 80% point when the interim- 
review error rate is 4.50% and the rollforward 
error probability is 9.00% (1.e., a 100% increase). 


As displayed in the 60% interim-review section of ` 7 
the table (in the section’s left-most column), these < ` 


values lead to an accumulative year-end error rate 
of 6.30% (i.e. 60%+*4.50% + 40%*9.00% = 
6.30%) for the 60% tests. A comparable value is 
shown for 80% interim reviews. 

Simulated year-end coverages for the four differ- 
ent statistical approaches are shown in the interior 
of Table 1 for each of the above set of circum- 
stances. Each of these year-end coverages shows 
the percentage of 1000 simulation trials drawn 
from the interim-review population that had an 
interim-review UCB greater than the accumulative 
year-end error rate. As previously illustrated, these 
accumulative year-end error rates (e.g., 6.30%) are 
shown in the left column of each interim-review 
section. This unusual auditing oriented task of 
measuring year-end statistical coverage arising 
from interim-review testing is why a simulation 
approach has been used. As indicated in the Intro- 
duction, an analytical analysis would- be highly 
complex (if at all tractable). 


Audit Effectiveness 

Ideally, one would want all of the year-end 
coverages of a simulation study to be exactly equal 
to the confidence level (e.g., 95%). However, as 
discussed in the Appendix, this is not theoretically 
possible. In keeping with a variety of simulation- 
based auditing studies of statistical methods (e.g., 
Grimlund and Felix, 1987) the focus of the present 
paper is on conditions under which low coverages 
can be avoided. Consequently, the implicit decision 
making focus is on audit effectiveness. That is, the 
focus is on controlling the probability of erro- 
neously accepting internal control systems with 
material error rates (i.e., the type II error). 

The current study’s focus on audit effectiveness 
can be put into a broader perspective using 
Figure 3. This figure shows how the various com- 
binations of coverage, the actual error rate and the 
auditor’s material error rate interact to generate 
coverage problems and/or audit efficiency or 
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Figure 3 

Effectiveness and Efficiency in Audit Sampling: The Interaction of Coverage, Actual Error 
and Materiality 

Decision Rule: Reject Population if the UCB > Materiality. 

Panel A: Audit Efficiency: Three Possible Upper Confidence Bounds (UCB). 


Actual Error 
Rate 
(e.g., 1%) 


Materiality 
(e.g., 2%) 


UCB, 


Accept Population 
i) Coverage Problem 


UCB, 


ii) Correct Audit Signal 


Accept Population 
i) No Coverage Problem 
ii) Correct Audit Signal 


UCB on the 
Error Rate as % 
of Population 
Items 
UCB, 
Reject Population 
i) No Coverage Problem 
ii) Incorrect Audit Signal 
*** Audit Efficiency Problem*** 


Panel B: Audit Effectiveness: Three Possible Upper Confidence Bounds’ (UCB). 


Materiality 
(e.g., 2%) 


UCB, 


Accept Population 
i) Coverage Problem 
ii) Incorrect Audit Signal 
*** Audit Effectiveness*** 
Problem 


UCB, 


effectiveness problems. Panel A is concerned with 
audit efficiency. In this panel the actual error rate 
is less than the material error rate (1.¢., ‘material- 
ity’). Consequently, it is impossible erroneously to 
accept a population that has a material error rate 
(i.e., has an effectiveness problem). However, as 
illustrated by UCB,, an incorrect audit signal and 
an efficiency problem can arise even if there is not 
a coverage problem. 

Panel B of Figure 3 is concerned with audit effec- 
tiveness. In this panel the actual error rate is greater 
than the material error rate (i.e., materiality). 
Consequently, it is impossible erroneously to reject 
a population with an immaterial error rate (i.e., 
have an efficiency problem). However, as. illus- 
trated by UCB., a correct audit signal (to reject a 
population) can still occur even if there is a cover- 
age problem. As a result, simulated ‘lack of cover- 
ages’ for panel B situations (i.e., one minus the 
coverages) provide an upper bound on the audi- 
tor’s risk of an internal control effectiveness error. 


Analysis of the four research questions 


The year-end coverages shown in Table 1, and 
further results to follow, are now used to address 


Reject Population 
i) Coverage Problem 
ii) Correct Audit Signal 





Actual Error Rate 
(e.g., 3%) 


UCB on the 
Error Rate as % 
of Population 
Items 

UCB, 


Reject Population 
1) No Coverage Problem 
ii) Correct Audit Signal 


the four questions raised in the Introduction. As 
previously noted, the subsequent conclusions are 
completely consistent with those that would be 
made if any of the 16 tables were used as a focal 
point for the discussion. 


Question One 

This question is concerned with the reliability 
of the interim-review’s CL as a measure of year- 
end control risk when the control environment 
has deteriorated. It is seen from Table 1 that 
rather significant year-end coveraze problems can 
arise with the Bayesian oriented beta-binomial 
approach at both the 60% and 80% interim-review 
points.. Most of the year-end ccverages for the 
beta-binomial are less than the interim-review’s 
95% CL. This occurs under a variety of circum- 
stances. Given these year-end coverage results, 
the beta-binomial approach cannot be rec- 
ommended. 

The results in Table 1 for the 95% CL show 
that the Bayesian oriented beta approach pro- 
vides. essentially identical year-end coverages 
to those of the more customary binomial ap- 
proach. However, at the 80% CL (not shown) 
the beta approach exhibited some of the same 
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year-end coverage problems seen in Table 1 for the 
beta-binomial approach. Consequently, the beta 
approach will not be singled out in the subsequent 
discussion.‘ 

Table 1 shows that both the binomial and 
hypergeometric approaches provided interim- 
review UCBs with reliable year-end coverages for 
rollforward error probabilities that were 25% 
higher (henceforth, ‘the 25% level’, ‘the 50% level’ 
etc.) than the interim-review’s error rate. This is a 
rather surprising and remarkable auditing oriented 
result. An explanation and supporting analysis will 
be provided when discussing question two. 

This result can be very helpful to auditors. For 
example, assume that an auditor’s follow-up re- 
view at year-end provides evidence that there has 
not been greater than a 25% deterioration in a 
particular control since the interim-review’s stat- 
istical test. The above results then provide assur- 
ance that the UCB of the interim-review is still a 
reasonable limit on the error rate for the particular 
control. This assumes, of course, that the auditor 
uses either the binomial or hypergeometric ap- 
proach and that the interim-review was targeted on 
at least 60% of the eventual year-end population. 

At ‘the 50% level’ year-end coverage problems 
with the binomial and hypergeometric approaches 
begin to arise in a few situations. These coverage 
problems are seen in Table 2 which provides 
complete coverage results from all 16 tables for ‘the 
50% level’. In addition to these coverage problems, 
Table 2 also shows many situations where these 
two approaches provide acceptable year-end cov- 
erages at ‘the 50% level’.° 


Question Two 

This question is concerned with the representa- 
tiveness of the CL of an interim-review’s tests of 
controls as a measure of year-end control risk 
when the control environment has not changed. In 
discussing the design of the simulations, it was 
noted that the coverage of the binomial distri- 
bution is usually much higher than the CL (see the 
Appendix for details). One of the objectives of the 
simulations was to examine the comparable situ- 
ation for audit oriented interim-review conditions 
(i.e., the year-end coverage implications of interim 
testing). 


‘Note that the average bounds of the beta approach (at the 
bottom of Table 1) are slightly less (and hence more favourable) 
than those of the binomial approach. Consequently, the beta 
approach may be helpful in situations where only a 95% 
confidence level is used. 

"The detailed data in the 16 tables show that the combi- 
nations of CL and sample sizes that lead to the coverage 
problems at the 50% level also have on average very high UCBs 
relative to typical audit materiality levels. Consequently, in 
many of these cases an auditor would have been alerted to a 
control problem. As a result, auditors may be able to act as if 
the 50% level has adeguato coverage varout any special 
concerns. 
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This was achieved in the first series of simu- 
lations by using strategically selected pairs of in- 
terim-review error rates.° In a regular binomial 
distribution analysis (ie. without year-end con- 
siderations) the lower error rate from each pair 
would lead to a simulated coverage that was very 
close to the CL.. In contrast the higher error rate 


would lead to very high coverage relative to the 


CL. 

Table 3 shows comparable audit oriented year- 
end coverages for all pairs of error rates when the 
binomial approach is used. Panel A is for the lower 
error rate of each pair and panel B is for the upper 
error rate of each pair.:The table is for ‘the 0% 
level’ where the control environment has not 
changed and the rollforward probability is equal to 
the interim-review error rate.’ In view of the prior 
discussion for question one, coverages are only ` 
shown for the binomial approach. l 

Note that the year-end coverages in panel A 
(and B) are all considerably higher (lower) than 
the theoretically derived binomial coverages 
(shown on the right for each error rate). That 
is, when the binomial coverage is relatively low the 
simulated year-end coverage is higher. Similarly, 
when the binomial coverage is relatively 
high the simulated year-end coverage is 
lower.® These results suggest that audit oriented 
year-end coverages (based upon UCB calculated at 
the interim review) will tend to average out the 
extremes of the standard coverage graph of the 
binomial distribution (as illustrated in the Ap- 
pendix using Figure 5 and Table 5). That is, an 
auditor’s year-end coverage always will be higher 
than the CL of the interim-review test. As illus- 
trated, this ‘averaging-out’ effect will even be pre- 
sent when the rollforward error probability has not 
increased relative to the interim-review error rate. 

To test further this rather unexpected auditing 
oriented conclusion, a second series of simulation 
tests was conducted with many closely spaced error 
rates. The six graphs of Figure 4, corresponding to 


SEach pair of error rates was between the first two ‘disconti- 
nuity error rates’ of the binomial distribution’s ‘sawtooth’ 
coverage graph (see the Appendix and, in particular, Figure 5 
and footnote 17). 

"Higher levels (e.g., ‘the 25% level’) will lead to larger effects. 
Consequently, the general trends in Table 3 are applicable to 
such situations even though ‘the 0% level’ was used in develop- 
ing Table 3. 

tA close examination of the table shows that these differences 
are accentuated by smaller year-end population sizes and lower 
interim-review points. 

"Fifteen closely spaced error rates were examined using a 
sample size of 50 and a nominal 95% CL for year-end 
populations of 500 and 1,000 items. The simulation procedure 
used 2,000 trials per simulation and was very computer-inten- 
sive. In-order to ‘smooth out’ the curves shown in Figure 4, 
6,000 or more trials per simulation and an additional three 
to four hours of IBM mainfrdme computer time would be 
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Table 2 
Year-End Coverages of Interim-Review Upper Confidence Bounds: 50% Increase in the Probability of an 
Error after the Interim Review 


Interim Review at 60% Point Interim Review at 80% Point 
Initial 
Confidence Sample Error Bino- Hyper- Beta Bino- Hyper- Beta 
Level Size Rate mial geom. Beta Bino. mial geom. Beta Bino. 
Panel A: 500 Year-End Items 
95% 100 4.5% 95.3 9821* 95.3 80.1} 96.9 95.7 96.9 91.1f 
50 8.9 93.3* 91.9 92.8" 8571 94.3 94.0 92.1 92.1* 
80% 50 5.7 78.1% 77.7" 77.7" 68.7$ 85.0 83.2 83.2 79.2 


25 11.3 76.1¢ 75.9t 75.5t 72.0 79.8 í 78.8* 79.2 79.0 
Panel B: 1,000 Year-End Items 


95% 100 4.5% 94.2 93.0* 94.2 89.0} 95.2 95.2 95.0 94.8 
50 8.9 95.6 95.3 95.3 91.7} 95.2 95.1 95.0 95.0 

80% 50 5.7 80.6 80.6 80.2 77.6* 81.2 81.2 80.8 79.9 
2 11.3 78.2* 78.2% 78.2" 78.0% 75.2% 75.24 NR 74.75 


Panel C: 2,000 Year-End Items 


95% 100 45% 95.6 95.2 95.4 94.6 95.2 94.9 952. 94.9 
50 89. 94.2 94.1 94.1 93.4* 93.0* 92.9% 929* 92.8* 
80% 50 5.7 81.7 81.6 81.6 81.6 119” TLI TO JIa” 


25 11.3 76.5t  76.5t  76.5¢ 76.5¢  76.7ł 767f 76.7t 76.67 
Panel D: 4,000 Year-End Items 


95% 100 4.5% 95.7 95.7 95.7 95.2 93.0* 93.0% 92.0* 92.8* 
50 8.9 93.1% 93.1" 93.1% 93.1" 95.2 95.1 92.1 95.1 . 
80% 50 5.7 79.0 79.0 79.0 79.0 76.2 7601 TE9F 75.9% 


25 13  78.7* 787* 787* = 78.7% 75.5} 75.5} 7E.S$ 75.54 


Notes: Simulated year-end coverages that are more than 1.0, 3.0 or 5.0 below the 95% or 8)% confidence. | 
level are highlighted, respectively, with an *, # or f. 
Because partial errors are not possible the initial error rate for particular situations may be slightly larger 
than the indicated common value in the Initial Error Rate column. 


Table 3 
A Comparison of Simulated Year-End Coverages and Calculated Binomial Coverages at Interim-Review Points 
that are Adjacent to the First Discontinuity Point 


Error Rates* Simulated Year-End Coverages pa 
for 60% Review 80% Review Cale 
Confidence Sample Discon- Point Year-End Population Sizes Binomial 
Level Size  tinuity Tested 500 1,000 2,000 4,000 500 1,000 2,000 4,000 Coverage 


Panel A: Lower Error Rates: All are Slightly Above the First Binomial Discontinuity. 
All the Simulated Coverages are Higher Than the Calculated Binomial Coverage. 
95% . 100 2.95 3.10 98.3 98.7 97.1 95.8 98.1 984 97.1 96.6 
50 5.82 6.00 98.3 964 97.1 965 98.2 96.9 95.6 96.1 
80% 50 3.17 3.30 90.0 86.6 89.2 86.5 87.6 843 869 81.9 
25 6.23 6.50 89.7 85.6 845 823 89.4 84.3 83.6 81.5 
Panel B: Higher Error Rates: All are Slightly Below the Second Binomial Discontinuity. 
All the Simulated Coverages are Lower Than the Calculated Binomial Coverage. 
95% 100 4.66 450 97.9 97.7 97.9 98.0 98.8 98.2 97.5 96.7 
50 9.14 8.90 97.2 97.5 98.1 97.3 969 97.5 97.6 98.6 
80% 50 5.87 5.70 87.1 87.7 92.1 86.5 90.6 89.4 89.0 81.9 
25 11.51 11.30 87.1 88.4 866 91.2 87.5 88.8 89.5 92.2 


*The final probability of an error was equal to the interim-review’s error rate 
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Table 4 
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Worst Case Performance of the Confidence Bound Adjustment Algorithm (With Poor Fstimates of the Increase 
in the Population Error Rate) 


Maximum ‘Nominal Coverage—Actual Coverage’ Values from 12 Simulations 


The Auditor’s Estimate 


of the Increase in 
Each Error Rate is: 


One 


Rate Increase 


Third of the Actual Error 


(Only Positive—Adverse—Values are Shown) 


Two Thirds of the Actual Error 


Error Rate Increase 


Conf. Sample Actual Hyper- Standard Beta Hyper- Standard Beta 
Level Size Incr. Binomial geometric Beta Binomial Binomial geometric Beta Binomial 
95% 100 50%| os | 0.2/0.9 10.9 8.5/0.9 J / J S 50/04 
75 /0.9 0.8/0.9 /09 l11.1/2.4 /0.2 /0.4 /0.3 7.6/0.7 

100 / /0.4 fi3 4.8/0.8 / / / 1.5/ 

150 /1.4 [1.7 [1.6 = 6.2/0.9 / / / 0.8/ 
95% 50 50% 0.6/2.1 1.3/2.3 1.3/2.5 4.2/4.8 | 0.2/0.8 0.2/1.3 1.3/2.3 
75 14/26 1.5/2.8 1.5/2.8 6.2/2.8 0.5/1.4 1.4/1.9 1.4/2.0 2.5/2.5 

100 0.6 04/06 0.4/2.3 1.6/2.4 / / / / 

150 0.2/1.0 08/15 0.8/1.8 2.1/2.4 J | / i 
` 80% 50 50% /2.3 {1.5 /1.9 3.5/2.7 / / / 0.7/1.3 
75 /2.5 1.3/2.6 1.5/3.1 7.9/3.2 i /0.1 /0.7 0.9/2.1 

100 / / / 0.6/1.5 / / / / 

150 / /0.2 /1.0 /2.5 / / / / 
80% 25 50% 4.3/5.1 - 4651 5153 . 5.7/5.3 {3.4 0.4/3.4 2.6/4.7 4.8/5.2 
75 4.7/5.3 5.1/5.3 5.4/5.3 8.4/5.3 2.3/4.3 2.8/4.4 3.9/5.2 5.2/5.3 
100 /2.0 0.2/2.0 3.0/4.6 5.2/5.1 / / / /0.4 

150 2.3/3.9 3.1/3.9 4.1/5.3 5.3/5.3 / / / / 


Legend: Each value before (after) the ‘/ is the maximum of the adverse discrepancies from 12 simulations 


with either 500 or 1,000 (2,000 or 4,000) year-end population items. These 12 simulations had varying error 
_ rates (e.g., as illustrated in Figure 2) and two possible interim-review points (i.e., 60% or 80%). 


60%, 80% and 100% interim-review points, show 
year-end coverages and theoretically-derived bino- 
_ mial coverages for this second series of tests.” The 
conservative ‘averaging-out’ effect of the 60% and 
80% interim-review year-end coverages is clearly 
seen in the left-most four graphs. The year-end 
-coverages never drop down to the corresponding 
confidence levels. 

These four graphs clearly show that the 
“‘averaging-out’ effect seen in Table 3 is not an 
artifact of the particular error rates used in these 
earlier tests. Consistent with the results in Table 3, 
the graphs of Figure 4 show that the averaging- 
outs effect is especially apparent with a 60% 
interim-review and a year-end population of 500 
. items. This ‘across the board’ coverage conser- 
vatism (i.e., for all error rates) implies that the 
rollforward error probability can be 25% to 50% 
~ higher than the interim-review error rate before 
the CL of the test is no longer an appropriate 
measure of year-end coverage (and hence control 
risk). 

The ‘averaging-out’ effect appears to be caused 
by changes in coverages corresponding to differ- 
ABR TA9i—E 


ences in the population’s error rate as of the 
interim-review and as of year-end (as discussed in 
the Appendix). In the current tests the rollforward 
error probability was equal to the interim-review 
error rate. Nevertheless, it still is not realistic to 
assume that the randomly realised error rate pre- 
sent in the population as of the interim review 
is exactly duplicated in the rollforward items 
after the interim review. Consequently, there still 
will be a difference in the achieved error rate as of 
the interim review and as of year-end. Further, 
smaller sample sizes and lower interim-review 
points should accentuate this difference and lead to 
more of an ‘averaging-out’ effect. This is exactly 
what was seen in the first series of tests (see 
footnote 8). 

The averaging-out effect would not be present 
if the fixed interim-review error rate (rather 
than a fixed probability of error) was used to 
simulate the errors in the items that occur after the 
interim-review. However, this is not ‘a realistic 
approach. It ignores all random fluctuations in 
the realised number of errors during the rollfor- 
ward period. Similarly, the averaging-out effect 
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Figure 
Simalated Year-End Coverages and Interim-Review Binomial Coverages: Sample Size of 50 and a 95% 


. Confidence Level 
60% Interim Review 


80% Interim Review 


100% Year-End Review 


Year-End Populations with 500 Items 


Simulated Year-End Coverage and 


ll 


| 
| 
! 
l 
| y 
I 
l 
I 
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Year-End Populations with 1000 Items 


Simulated Year-End Coverage and 
Binomial Coverages 


would not be present in auditing situations where 
the ‘interim review’ is at year-end (i.e., year-end 
tests of controls). Indeed, as predicted, this is 
apparent in the two graphs on the right side of 
Figure 4. l i 


Question Three 

This question is concerned with the usefulness 
in an interim-review setting of Bayesian oriented 
alternative statistical approaches: the beta-bino- 
mial distribution (especially appropriate for 
smaller populations) and the beta distribution (for 
larger populations). This question has been largely 
answered as part of the discussion of question one. 
It was concluded that the beta and beta-binomial 
approaches were not uniformly reliable in the 
special interim-review context of year-end cover- 
age. For instance, while the beta-binomial ap- 
proach has the lowest average bounds of all four 
approaches shown in Table 1, the prior discussion 
has showed that such a low UCB is not particularly 
advantageous. There will be very little leeway for 
providing reliable year-end coverage when the 
probability of an error increases during the roll- 





I 
| 
| 
| 
| 
| 
| 


forward period. Consequently, the auditor’s fol- 
low-up year-end examination of internal controls 
must be very precise. This places an added burden 
on the auditor during the busiest phase of the 
audit.’ 


Question Four 

This question is concerned with how an auditor 
can combine interim-review statistical evidence 
with supplementary year-end judgment-oriented 
evidence. In the preceding discussion we have 
considered the validity of an interim-review’s UCB 
and its CL as a year-end measure of control risk. 
The focus has been on 50% or lower increases in 


This lack of leeway with the beta-binomial distribution is of 
added concern with smaller populations, where the beta-bino- 
mial would otherwise be especially appropriate. This is seen by 
comparing the beta-binomial year-end coverages of panel A and 
B of Table 2 (with 500 and 1,000 year-end items) with the -. 
corresponding coverages of panels C and D (with 2,000 and ` 
4,000 year-end items). The beta-binomial simulation results for 
the smaller populations of panels A and B are particularly 
troublesome (especially with an interim review at the 60% 
point). In one case the year-end coverage is 80.1% rather than 
the desired 95.0% or higher value. 
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the rollforward error probability over that of 
the interim-review error rate. Larger increases are 


now considered by showing how the interim- `: 


review’s UCB can be scaled up at year-end in a 
meaningful manner that reflects the auditor’s judg- 
ment. 

As noted, it follows from standard statistical 
theory (as illustrated by Figure 5 of the Appendix) 
that the coverage of the UCB of any binomial 
distribution will be at least as high as the stated 
CL. More important, it is easily shown that this is 
also the case when the UCB and the population’s 
error rate, ER, are both scaled up by some con- 
stant value, K.'' This statistical property is of 
special interest in the present auditing context. It 
will be used to determine a statistically valid 
year-end UCB (i.e., for the accumulative error rate 
across the whole year) when there is reason to 
believe that the rollforward error rate, ER, is 
significantly larger than the interim-review error 
rate, ER). 

Assume, for example, that an auditor finds 
two errors in an interim-review sample of 100 
items and calculates a 6:17% binomial UCB (at 
the 95% CL) for the amount of error in the 
population. At year-end it is determined that 
the sample was actually taken at a 60% interim- 
review point. In addition, as a result of some 
roliforward events, questions have been raised 
about the appropriateness at year-end of the in- 
terim-review’s UCB of 6.17%. Recognising these 
concerns, the auditor wants to determine a year- 
end UCB that would be reliable (relative to the 
CL) even if the rollforward error rate was twice 
as large as the unknown interim-review error rate. 
In the auditor’s judgment (based upon supplemen- 
tary year-end audit procedures), a larger deterio- 
ration in the control environment is highly 
unlikely. 

For the specific data of this example the pro- 
cedure is as follows. The auditor visualises a UCB 
for the rollforward period that is twice as large as 
the interim-review UCB (i.e., to match the above 
twice as large error assumption). The two UCBs 
are then weighted using the respective population 
sizes of the interim-review and rollforward periods. 
For an interim-review with 60% of the final popu- 
lation size and a UCB of 6.17%, the auditor would 
visualise a rollforward UCB of 2*6.17% and calcu- 
late a weighted year-end UCB of 0.60#6.17% + 
(1 — 0.60)#2#6.17% = 1.40%6.17 = 8.63%. It is 
easily shown that the auditor’s year-end coverage 
(and implied control risk) for the 8.63% UCB is 


"Let UCB, = K*UCB and ER, = K*ER where UCB, and 
ER, are scaled up values. Since K is a constant, scale factor, it 
follows that UCB, is greater than ER, if and only if UCB is 
greater than ER. Consequently, the coverage associated with 
UCB and ER is also applicable to the adjusted circumstances. 
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equal to the interim-review coverage (and implied 
control risk).” 

In summary, the procedure has three steps: (1) 
consider a potential percentage increase in the 
interim-review error rate (e.g., twice as large), (2) 
visualise a rollforward UCB using this same poten- 
tial increase (e.g., a rollforward UCB that is twice 
as large) and (3) determine a weighted year-end 
UCB using the interim-review UCB and the roll- 
forward UCB.” Note that there is nothing ad hoc 
about this procedure. It is completely justifiable 
and based upon the indicated logic.“ The pro- 
cedure provides a way for auditors to structure 
their thinking when complying with professional 
pronouncements. Using this procedure auditors 
can incorporate judgmental evidence pertaining to 
the rollforward period with statistical evidence 
pertaining to the interim-review period. 


Inaccurate Worst-Case Judgments 

The procedure is, of course, based upon accurate 
worst-case estimates by the auditors of rollforward 
error rates (e.g., ‘not more than twice as large’). 
Table 4 provides a summary of year-end coverages 
from a third series of simulations where the rollfor- 
ward error rates are even larger than the auditors’ 


“Note that the accumulative UCB (8.63%) has been formed 
by scaling up the interim-review UCB (6.17) by 1.40. Similarly, 
in assuming that the roliforward error rate could be twice as 
large (ER, = 2*ER,), the auditor has assumed that the year-end 
accumulative error rate is 0.60*ER, + (1 — 0.60)*ER,*2 = 
1.40°ER,. That is, the auditor’s year-end analysis has scaled up 
both the interim-review error rate and the mterim-review UCB 
by the same amount (i.e., by 1.40). It follows then from the 
previously discussed statistical property that the mterim-review 
UCB and accumulative UCB have the same coverages with 
se vcs their respective error rates. ` 

er approaches might be developed and compared to the 
proposed approach. For example, from the perspective of 
stratified random sampling the new items after the interim 
review form a second ‘year-end’ stratum that has not been 
sampled. If it was sampled a ‘parallel’ approach to the proposed 
approach would be to form a weighted sum of the two 
separately calculated sample distribution standard deviations. 
One could then calculate a UCB from the resulting combined 
standard deviation. In contrast, the standard stratifled ap- 
proach is first to form a weighted sum of the separately 
calculated variances. The author has shown for normal distri- 
butions that this parallel approach always leads to a smaller 
combined variance, and hence a smaller UCB than the standard 
stratified approach. This might suggest that an alternative and 
possibly more conservative approach (i.e., with a larger year- 
end UCB) would be to scale up the interim-review’s sample 
variance. However, this paper’s stmulation results are not for 
normal distribution type situations. Also, the simulation results 
do not indicate a need for developing such a more conservative 
alternative. Finally, the objective of this paper is to bring 
attention to this previously unexamined issue and propose a 
working solution.. As a subsequent research project one might 
make comparisons between alternative approaches and search 
for a better or perhaps optimal solution. This is in keeping with 
the usual progression in the state of knowledge. 

The author has observed many simulation results consistent 
with this logic. Thus, the logic has also been numerically 
checked. 
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worst case estimates. The auditors have underesti- 
mated the extent of the deterioration in the error 
rate during the rollforward period." 

Each reported value of Table 4 is the maximum 
adverse deviation in the year-end coverage (relative 
to the CL) of 12 individual simulations that con- 
formed to the circumstances of the particular cell 
of the table. For example, the squared-off values of 
‘0.8/ indicate that, among 12 simulation cases with 
a 95% CL and a year-end population of either 500 
or 1000 items, the year-end coverage of the maxi- 
mum adverse case was 94.2% (1.e., 95.0-0.8). Simi- 
larly, among an additional 12 cases with a year-end 
population of either 2000 or 4000 items there were 
no adverse cases with less than 95% coverage 
(since there is a blank value after the ‘/). 

The results in Table 4 show that the proposed 
year-end adjustment procedure is quite robust with 
respect to poor judgments when used with the 
binomial and hypergeometric distributions. This is 
especially apparent at higher CLs (e.g., 95%) and 
larger sample sizes (e.g., 100). In general, the 
results for the binomial and hypergeometric distri- 
butions in the upper part of the table (i.e., above 
the horizontal line) are quite impressive. The worst 
case year-end coverages of these cases are not 
particularly adverse (especially for the binomial 
distribution). In contrast, the results for the lower 
part of the table, corresponding to a sample size of 
25 and an 80% CL, point out a combination of 
circumstances where the quality of the auditor’s 
judgment is more critical. 


Conclusion 


This paper has considered a typical auditing 
situation, discussed in professional pronounce- 
ments, where an auditor (1) takes a sample of an 
interim-review population and (2) wishes to com- 
bine this statistical evidence with judgmental evi- 
dence pertaining to a rollforward period (i.e., 
between the interim-review and year-end). Draw- 
ing upon Monte Carlo simulations and analytical 
considerations, the paper has provided auditors 
with more specific guidelines for using interim-re- 
view and rollforward evidence than is available in 
the professional pronouncements. The paper has 
(1) identified the types of rollforward error rates 
that auditors should be concerned about, and (2) 
provided an analytical tool for combining interim- 
review error rate evidence with these rollforward 
judgments. This application oriented audit tool 
may be particularly helpful to auditors when they 


These simulations encompassed the complete range of 
situations of the first series of simulations. In addition, the 
auditor’s estimate of the increase in the probability of an error 
during the rollforward period (relative to the interim-review 


error rate) was either one third or two thirds of the actual - 


situation. 
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are concerned about greater than 50% increases in 
roliforward error rates (relative to the interim- 
review error rate). 

Analytical results pertaining to the binomial 
distribution (as discussed in the Appendix) were 
used as a starting point for setting up three 
series of Monte: Carlo simulations for tests of 
controls which closely parallel tae actual auditing 
environment. It has been shown that the year-end 
coverages of the binomial and hypergeometric 
distributions (used in interim-review tests of con- 
trols) provide a considerable am unt of ‘coverage- 
conservatism’ when their CLs are used as a 
measure of year-end control risk. In particular, 
25% to 50% increases in rollfoz-ward error prob- 
ability (i.e., in new items occurring after an in- 
terim-review) were found to be acceptable. That is, 
these increases rarely caused the achieved year-end 
coverage (for both the interim-review and rollfor- 
ward periods) to fall below the confidence level of 
the interim review’s statistical analysis. 

Four alternative approaches of statistical infer- 
ence have been tested for use with tests of controls 
of interim-review populations (e.g., with 300 or 
more items).When uniform prior judgments are 
considered, it has been concluded that there is no 
compelling reason to adopt either the Bayesian 
oriented beta-binomial or Bayesian oriented beta 
approach. 

In summary, the new results of this paper can 
help auditors make more refined estimates of their 
year-end control risks. Control risk estimates are, 
of course, used with the audit risk model as part of 


Figure 5 

Sampling from a Binomial Distri>ution: Some Re- 
peated Sample Coverages. A Sample Size of 100 
and a 95% Confidence Level 

Repeated 

Sample First 
Coverage Discontinuity 
Percent Second Third 
Discontinuity Discontinuity 


2.95 4.66 6.16 


Actual Population Percentage Error Rate 


@Error rates of 3.10%, 3.80% and 4.50% were 
used for the simulations with the figure’s sample 
size and confidence level. 
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Discontinuity Points of Coverage Graphs for the Binomial Distribution 


Error Rate Percentages and Maximum Coverages at Discontinuities 


Confidence Sample First Max. 
Level Size Discontinuity Coverage 
95% 25 11.29 100.00 

50 5.82 100.00 

75 3.92 100.00 

*100 2.95 100.00 

125 2.37 _ 100.00 

150 1.98 100.00 

90% 25 8.80 100.00 
50 4.50 100.00 

75 3.02 100.00 

100 2.28 100.00 

125 1.83 100.00 

150 1.52 100.00 

85% 25 7.31 100.00 
50 3.72 100.00 

75 2.50 100.00 

100 | 1.88 100.00 

125 1.51 100.00 

150 1.26 100.00 

80% 25 6.23 100.00 
50 3.17 100.00 

75 2.12 100.00 

100 1.60 100.00 

125 1.28 100.00 

150 1.07 100.00 


*The circumstances illustrated in Figure 5. 
tMaximum coverages for the first sawtooth. 


the process of determining the amount of substan- 
tive testing. Thus, the more refined estimates of 
control risk suggested by this paper may translate 
into changes in the amount of substantive testing 
that auditors deem necessary. While it is not self 
evident whether these steps would lead to more or 
Jess substantive testing, the usual expectation is 
that auditors are very conservative in the absence 
of firm information. Consequently, one might hy- 
pothesise that the results and procedures discussed 
in this paper could help make auditing more 
efficient by reducing the amount of substantive 
testing that is deemed necessary to control audit 
risk at a target level. 
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‘Consider, for example, the 2.95% ‘actual population per- 
centage error rate’ as shown on the x-axis of Figure 5. For a 
sample of 100 the UCB also has a value of 2.95% when no 
errors are found in the sample. It follows that ali UCBs 
corresponding to observing one or more errors in this sampk 
will have to be higher than 2.95%. Consequently, any sample of 
size 100 from a population with an error rate that is less than 
2.95% will always have a UCB that is greater than the 
population error rate (regardless of sampling results). This 
implies, as graphed on the left of Figure 5, that the coverage will 
have to be 100%. Similar logic (based upon the binomial 
distribution) is used to determine the remaining components of 
the graph. For example, the 4.66 and 6.16 error rates of the 
graph are defined by UCBs with one and two errors, respect- 
ively. 
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Appendix 


In order to understand the basis for the selected 
error rates of the simulations it is helpful to 
consider Figure 5. This figure provides a graph 
for the binomial distribution at a sample size of 
100 and a 95% CL of the distribution’s coverage 
with respect to a range of population error rates. 
Interim-review conditions are not being con- 


sidered. When interpreted in terms of auditing ` 


objectives the figure corresponds to year-end tests 
of controls. The figure illustrates a situation with 
a sample of 100 items with replacement, or equiv- 
alently, a sample of 100 items without replacement 
from a large population. Under these circum- 
stances analytical procedures (based upon bino- 
mial distribution) can be used to develop the 
figure.'° 

The figure shows that the coverages of the UCBs 
for a 95% CL are only at a 95% level when the 
population has an error rate of 2.95%, 4.66%, 
6.16%, etc. The figure shows that these error rates 
correspond to ‘discontinuity error rates’ where the 
coverage goes from a local maximum to a local 
minimum (e.g., from 100% to 95%). While the 
figure is generic, it does highlight three relevant 
considerations for auditing. 

First, the coverage of a year-end tests of controls 
is, on average, considerably higher than the CL of 
the test (e.g., the 95% CL of Figure 5). Under these 


TAs shown in Figure 5, for a 95% CL and a sample size of 
100 these two discontinuity points are 2.95% and 4.66%. These 
boundaries define the first sawtooth of this particular graph. In 
all cases, the selected error rates were within the first sawtooth 
of the appropriate graph. The selected error rates were slightly 
above the lower discontinuity, halfway between the two discon- 
tinuities and slightly below the upper discontinuity. As shown 
in Figure 5, for the illustrated circumstances this approach led 
to error rates of 3.10%, 3.80% and 4.50%. 
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year-end testing conditions the CL indicates the 
worst case coverage. Consequently, the auditor’s 
risk of a lack of coverage will rarely be as low as 
the CL when year-end tests of controls are con- 
ducted. Second, it should be emphasised that the 
figure does not provide year-end coverages (and 
hence control risk) when interim-review tests of 
controls are conducted. 

Third, the sawtooth ‘year-end’ graph in Figure 
5 suggests that the year-end coverages of ‘interim- 
review’ simulations might also be influenced by the 
selected error rates. Recognising this possibility, 
the simulations were conducted with interim-re- 
view error rates that were distributed between the 
first two discontinuity error rates of Figure 5 type 
graphs (i.e., near both ends and in the middle of the 
first ‘sawtooth’).'’ As a further control, additional 
tests were conducted with a wide range of tightly 
spaced error rates. Both of these approaches were 
designed to bring out any effects associated with 
discontinuity error rates. In addition, these ap- 
proaches enhance the generality of the tests by 
yielding error rates varying from very small to 
relatively large. 

Table 5 expands upon Figure 5 and provides 
comparable discontinuity error rates, and local- 
maximum coverages for a variety of sample sizes 
and confidence levels. The error rates used in the 
simulations were based upon the discontinuities 
shown in Table 5. The table also shows that the 
variability in the coverage (e.g., as illustrated in 
Figure 5) increases for lower CLs, and, to a lesser 
extent, for lower sample sizes. For example, an 
auditor might have other sources of evidence and 
only consider a small year-end sample of 50 items 
for an 80% CL. The table shows that the coverage 
within the first sawtooth can be as high as 95.14%, 
and hence range from 80% to 95.14%. In contrast, 
for a 95% CL the comparable coverage has a much 
tighter range of from 95% to 99.17%. 
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The Information Content of Cash Flows 
and the Random Walk: Evidence from the 
Helsinki Stock Exchange 


Juha Kinnunen and Jyrki Niskanen* 


Abstract—Using a sample from the Helsinki Stock Exchange, this paper examines whether observed market reactions 
to unexpected cash flows are sensitive to the random walk assumption of cash flow behaviour. We consider the 
random walk (with drift) model commonly used in related literature, and we consider cash flow expectations 
generated with individually estimated parsimonious univariate time series models and an index model. Market 
reactions to unexpected cash flows are indiscernible under the random walk assumption, while significant market 
reactions are found when expectations of cash flows are measured with models which better capture their time series 
properties. Prior studies that rely on the random walk assumption have probably been biased against finding a 


significant market reaction to cash flow information. 


Introduction 


National and international accounting rule making 
bodies (e.g. the FASB in the US, the ASB in the 
UK, the OECCA in France, and the IASC world- 
wide) have recently issued standards on the disclos- 
ure of cash flows, which has given renewed import- 
ance to empirical research on the properties and 
usefulness of cash flow information. One import- 
ant branch of this research asks if corporate cash 
flows convey relevant information to stockholders. 
So far, inconsistent answers ‘have emerged. Some 
studies! fail to reject the null hypothesis of insignifi- 
cant (incremental) information content in cash 
flows while others’ claim that it should be rejected.’ 


*The authors are assistant professors of accounting at the 
Helsinki School of Economics, Finland. The first draft of this 
paper was written while the first author was visiting the 
European Institute for Advanced Studies in Management 
(ELASM), Brussels. The authors are grateful to Mr Kustaa 
Hulkko of Helsingin Sanomat for his invaluable help in 
providing some data for this study. The authors have also 
benefited from the comments of the participants of the Inter- 
national Cash Flow Accounting Conference (Nice, December 
1990) and the Annual Congress of the European Accounting 
Association (Maastricht, April 1991), as well as from the 
constructive suggestions of anonymous referees. Financial sup- 
port for this project was provided by Suomen Kulttuurirahasto. 

[Ball and Brown (1968), Beaver and Dukes (1972), Patell and 
Kaplan (1977), Beaver et al. (1982), Bernard and Stober (1989), 
and Board and Day (1989). 

*Lawson (1980), Rayburn (1986), Wilson (1986 and 1987), 
and Bowen et al. (1987). 

3Some studies suggest that cash flows might have significant 
information content with respect to the firm’s market (beta) risk 
(e.g. Niskanen, 1990, and the literature cited therein), bond 
rating changes (Ei-Gazzar and Zaumeyer, 1990) and security 
analysts’ earnings forecast revisions (Moses, 1991). Other stud- 
ies have focused on analysing contemporaneous and intertem- 
poral correlations between cash flows and related funds flow 
and earnings measures (as a recent example, see Arnold et al., 
1991). 


Apart from the inconsistent results, a common 
tendency is to measure unexpected cash flow by the 
difference in the cash flows of two consecutive 
years, thereby assuming that corporate cash flows 
behave over the time like a random walk process.* 
This assumption is most obviously attributable to 
the time series literature in accounting, which 
shows that annual earnings changes tend to be 
serially uncorrelated, and earnings behaviour 
therefore conforms to a random walk model. 
However, there is no theoretical or systematic 
empirical evidence that cash flows likewise follow 
a random walk or similar process. In fact, the 
tendency towards negative first-order autocorrela- 
tion in differenced cash flow series, previously 
found from.a sample of Finnish firms, suggests 
that cash flow time series behaviour differs from 
the simple random walk (Kinnunen, 1991). Be- 
cause of a potentially misspecified expectation 
model, prior studies relying on the random walk 
assumption may have been biased against finding 
significant market reactions to unexpected cash 
flows. 

Given this possibility; this paper analyses 
whether observed market reactions to unexpected 
cash flows depend on the random walk assumption 
of cash flow behaviour. It is hypothesised that, 
while observed market reactions to unexpected 
cash flows tend to be insignificant under the. ran- 
dom walk assumption, they are significant when 


‘See Board and Day (1989, p. 5), El-Gazzar and Zaumeyer 
(1990, p. 6), and Moses (1991, p. 815). In addition, Ball and 
Brown (1968), Beaver and Dukes (1972), Patell and Kaplan 
(1977), Beaver et al. (1982), Rayburn (1986), Wilson (1986), and 
Bowen ef al. (1987) used the random walk model either as a 
primary or as a supplementary model for cash flow expec- 
tations. 
` SLorek et al. (1981), and Bao et al. (1983). 


ye F. r. 
i f Eb `; 
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cash flow expectations are measured with models 
which are not based on that assumption. 

We find support for our hypothesis. Market 
reactions to unexpected cash flows of Finnish firms 
are insignificant when expected cash flows are 
measured with the random walk (with drift) model, 
but they are significant when cash flow expec- 
tations are measured with parsimonious non- 
random walk models. 


Data and methodology 


The Data 

The data relate to 35 Finnish manufacturing and 
trading firms listed on the HeSE (Helsinki Stock 
Exchange). The sample covers three non-consecu- 
tive years (1976, 1979, and 1982) for which cash 
flow forecasts were readily available from a related 
study (Kinnunen, 1991).° 

Stock returns data, on a weekly basis from 1973 
to 1983, were obtained from a file compiled at the 
Swedish School of Economics (Helsinki). The un- 
availability of stock returns for one firm for the last 
sample year reduced the final sample size to 104 
observations. Cash flows were calculated from the 
financial statements of the sample firms. The 32- 
year period, 1951-82, was used to estimate the 
parameters of the expectation models and to 
measure unexpected cash flows. 

Because actual statement release dates were un- 
available, we substituted the deadlines of the calls 
for shareholders’ annual meetings, which were 
available from public sources (Kock 1977, 1980, 
1983). Since these deadlines usually occur some- 
what later than the actual financial statement 
releases, the use of the deadline dates quite obvi- 
ously introduced some error into the measurement 
of financial statement disclosure dates. To estimate 
the magnitude of this error, a sample of 34 obser- 
vations on actual disclosure dates in 1990 was 
extracted from the files of the. HeSE. The median 
(mean) time difference between the actual financial 
statement release and the corresponding deadline 
was 6:5 (10-6) days (the lower and upper quartiles 
were 0 and 23 days). 

An additional information disclosure event was 
defined based on earnings announcements in 
Helsingin Sanomat, a major Finnish newspaper. 
This information covers most listed firms and is 
disclosed as ‘unofficial information’, before the 
release of the complete financial statements (which 
contain the information needed to calculate cash 
flows). In order to separate the accrual income and 
cash flow information events from each other, we 
required the earnings news to be published at least 


‘The market capitalisation of the sample firms counts for 
89-4% of the total market capitalisation (1-17 millard GBP) of 
all manufacturing and trade firms listed on the HeSE in 1982. 
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two weeks before the deadline of the call for the 
shareholders’ meeting. Such news was found for 
11, 20 and 19 firms from the three sample years, 
thus giving 50 observations for our tests of market 
reactions around earnings announcements. The 
median (mean) time interval between these an- 
nouncements and the deadlines of shareholders’ 
meeting calls was 53-5 (56:5) days. If a deadline 
occurred, on average, a week later than the finan- 
cial statement release, then on average the financial 
Statement release takes place more than six weeks 
after the earnings announcement. This lag is large 
enough for earnings announcement dates to be 
used as a control (‘placebo’) event, around which 
we can expect significant market reaction to ac- 
crual earnings information and insignificant reac- 
tion to cash flow information. 


Variable Definitions 

Market reactions to unexpected cash flows 
were analysed for operating income and net in- 
come. The cash flow variables were defined as 
follows: 


Cash-based Operating Income (COT = 


Net sales 

— Increase in accounts receivable 

+ Increase in prepayments fram customers 

— Purchases of (short-term) goods and services 
(incl raw materials, accessories, wages, en- 
ergy, salaries, administrative expenses and 
other short-term goods and services valued at 
direct historical acquisition cost) 

+ Increase in accounts payable to suppliers of 
goods and services 

— Increase in prepayments to suppliers of goods 
and services 


Cash-based Net Income (CNI) = 


Cash-based operating income (COD 

+Other (non-operating) revenues 

— Other (non-operating) expenses 

—Interest expenses 

— Direct tax expenses 

+ Net change in accruals and deferrals relating 
to other revenues and expenses, interests and 
taxes 

— Net investments in fixed assets (2) 


Three aspects of these cash flow definitions are 
noteworthy. Instead of the indirect (‘upward’) 
method of cash flow computation commonly ap- 
plied in related prior studies, we used the direct 
(‘downward’) method (for further discussion, see 
Drtina and Largay, 1985). Second, our COI vari- 
able is close to ‘Cash Flow from Operations’ 
(usually defined as net earnings — depreciation + 
change in deferred taxes + change in net working 


SUMMER 1993 


capital excluding cash) commonly analysed in re- 
lated prior studies (e.g. Rayburn, 1986; Wilson, 
1986, 1987; Bowen et al., 1987; Bernard and 
Stober, 1989). Third, although cash flows net of 
investing activities have been less commonly 
analysed in the related literature, the CNI variable 
analysed in this study is comparable to net cash 
flows examined by Bowen et al. (1987) and Arnold 
et al. (1991). 

Two related earnings variables, Accrual Operat- 
ing Income (AOJ) and Accrual Net Income (ANT), 
were also considered, for two reasons. First, they 
served as control variables against which the ran- 
dom walk assumption could be tested: Prior litera- 
ture suggests that significant market reactions to 
unexpected accrual income should be found when 
expected income is measured with the random 
walk (or near random walk) model. Second, ac- 
crual-based income variables provide a useful 
benchmark against which we can measure the 
incremental information content in cash flows. To 
that end, the COI variable was tested against its 
accrual-based counterpart AOI, and the CNI vari- 
able against its counterpart ANI. The inappropri- 
ateness of ‘comparing apples with oranges’ was 
avoided with this setting, because, unlike in some 
prior studies (e.g. Board and Day, 1989), the 
incremental information in operating cash flow 
was tested against its logical counterpart (AOD, 
and not against net income (AND. 


Data Adjustments 

To make the time series data appropriate for 
statistical analysis, three adjustments were per- 
formed on the raw data. First, if an accounting 
period was not twelve months long, its data were 
adjusted proportionately to reflect a standard 
twelve-month accounting year.’ Second, growth 
caused by inflation, which was an essential com- 
ponent in the nominal cash flow and accrual 
income time series, was removed. This adjustment 
had the advantage thit it substantially eliminated 
non-stationarity from the time series data.’ Third, 
graphs of the time series data were visually exam- 
ined to identify individual outliers and discontinu- 
ities in the series (e.g. due to structural changes 
caused by acquisitions). The observed outliers were 
eliminated through winsorising them to their 95% 
confidence limits? while discontinuities in the 


TIn the whole data set (approximately 1,100 accounting 
years), 15 exceptional accounting years were found (14% of all 
observations). 

"The rates of inflation in wholesale prices in Finland were 
11:3%, 8:9% and 7:5% in the three sample years while the 
inflation rate averaged 6:4% in the period 1951 to 1982. 

°Of the whole time series data comprising approximately 
4,500 annual observations (235 firms * 4 time series per firm 
* 32 observations per time series), 22 individual outliers (0-5%) 
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levels of the series were eliminated with a dummy 
regression technique." 


Measurement of Unexpected Cash Flow and 
Accrual Income 

Expectations of cash flows and accrual income 
were measured with forecasts generated by two 
univariate time series models and by a regression 
model which included an economy-wide index as 
an independent variable:'! 


Random Walk with Drift (RWWD): 


E [Xp] = Xp. + Oy (3) 
Exponentially Weighted Moving Average 

E [Xy] = (ay) Xj -1 +(1 — m )E[X, 1] (4) 
Index Model (INDEX): 

E [Xi] = Toy + TE [GNP J (5) 


where 


E [Xy] = expected cash flow or accrual income j 
of firm i for year ¢ 

6, = a (non-negative) constant drift 

=a constant weighting parameter (0< 
hy <1) 

E[GNP,] = predicted real 
product of Finland for year t 
Toy and ç; = regression parameters 


gross national 


Since forecasts were required for three separate 
years, the time series data used for parameter 
estimation and forecasting varied accordingly. 
Thus the 1951-75 data were used to estimate the 
parameters and to generate the forecasts for 1976; 
correspondingly, the 1951-78 (1951-81) data were 
used for re-estimating the parameters and generat- 
ing the forecasts for 1979 (1982). 

The drift parameters 6, of the RWWD models 
(3) were estimated by computing the average 


'0F or each time series with a sudden shift in the level of the 
series, a regression model that included a 0-1 dummy variable 
and a variable denoting time (year) as independent variables, 
was estimated. Thereafter, the magnitude of the shift, as 
measured by the regression coefficient of the dummy variable, 
was added to all annual income observations preceding or 
following the shift. Discontinuities in the levels of time series 
data were found in 11 cash flow or accrual income series. Since 
there were approximately 4,300 annual differences in the data 
(35 firms * 4 time series per firm * 31 differences per times 
series), these adjustments concerned less than 0:3% of the whole 
data set. 

H In the absence of well established theories for the time series 
behaviour of income variables (Watts and Zimmerman, 1986, p. 
136), the selection of the forecasting models examined in this 
study was based on the following considerations. The bench- 
mark RWWD model (3) provided the basis for testing the 
random walk assumption and preserved comparability with 
prior studies; the EWMA model (4) provided a simple, flexible 
alternative to take into account time series processes other than 
random walk; and the INDEX model (5) including an exogen- 
ous variable provided a simple alternative for the preceding 
univariate models. 


266 


annual change of the cash flow or accrual income 
variable in question. The optimal weighting par- 
ameters a, of the EWMA models (4) were esti- 
mated with an enumerative method. Alternative 
values from the range of [0-05, 0-10, 0-15, .. ., 0-95] 
were tried and the value which minimised the sum 
of squared errors in the estimation period was 
chosen for each series. While the median optimal 
smoothing coefficients for the AOI and ANI series 
estimated from the period 1951 to 1981 were 0-70 
and 0-65, respectively, the corresponding co- 
efficients for the cash-based COI and CNI series 
were 0-25 and 0-10. Thus, although the same class 
of time series model (EWMA) was applied to the 
cash flow and accrual income variables, their diver- 
gent time series patterns were taken into account 
through different optimal parameter values.” 

Analogously to the RWWD and EWMA 
models, the parameters of the INDEX models (5) 
were first estimated from the period 1951 to 1975 
using actual GNP as an independent variable. 
Gross national product for 1976, as predicted and 
published by the Research Institute of the Finnish 
Economy, was then substituted for the GNP-vari- 
able in the estimated models, to produce the cash 
flow and accrual income forecasts for 1976. The 
parameters were then re-estimated from 1951-78 
and 1951-81, and the predicted gross national 
products for 1979 and 1982, respectively, were used 
to generate cash flow and income forecasts for the 
latter two years. 

For each expectation model, unexpected cash 
flows and accrual income were measured with the 
following standardised forecasting error: 


Xi EfX g] 


Oy —1 


FE wy, = (6) 


where 


Xi = the actual value of the cash flow or accrual 
income variable j of firm i in year t 

E|[Xj,] =the expected value of Xy based on 
expectation model k | 

Cy- = the standard deviation of Xy, estimated 
from 1951 to (t — 1). 


Measurement of Market Reactions 

Market reactions were measured by risk-ad- 
justed residual returns obtained from the standard 
market model, where each firm’s stock returns 
were regressed on the market-wide index return. 
For each year, the parameters of the market model 
were estimated from the weekly returns of the 
preceding three years. Thus, returns data from 
1973-75, 1976-78 and 1979-81 were used to esti- 
mate the parameters of the market model with 


2 An EWMA model with a = | is identical to a pure random 
walk, while < = 0 is identical to a pure white noise (or mean 
reverting) process. 
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which the residual returns were computed for 
accounting years 1976, 1979 and 1982 respectively. 

Residual returns were cumulated using ‘the 
multiplicative API (Abnormal Performance Index; 
see e.g. Ball and Brown, 1968, p. 168 and Bowman, 
1983, pp. 569-570) over a return window of — 30 
to +30 weeks around each earnings announce- 
ment and financial statement release. For each 
week, the API was averaged separately across the 
‘good news’ and ‘bad news’ portfolios (ie. the 
firms for which unexpected cash flow or accrual 
income FE x, was positive and negative). To visual- 
ise the market reaction to the sign of unexpected 
cash flow and accrual income, the difference 
between the average cumulative APIs of the 
‘good news’ and ‘bad news’ portfolios [API(+) — 
API(—)] was graphed over the return window.” 


Regression Models 

Statistical tests of market reactions were per- 
formed by regressing the Abnormal Performance 
Index on unexpected cash flow and accrual income. 
These regressions were fitted in two phases. First, 
the API was regressed separately on each of the 
unexpected cash flow and accrual income variables 
(FE,,) to detect any significant information con- 
tent in the individual variables. Thereafter, the API 
was regressed on both unexpected cash flow and its 
accrual-based counterpart to see whether either 
variable had significant incremental information 
content over the other’s. 

For all regressions, the dependent API variable 
was computed through an asymmetric return win- 
dow of —30 to +2 weeks around information 
disclosures. Regressions that included only one 
independent variable were performed around both 
earnings announcements and financial statement 
releases. Because the cumulation of the API 
stopped two weeks after each earnings announce- 
ment, and the average time interval between an 
earnings announcement and the actual financial 
statement release was more than six weeks (see the 
first part of this section), financial statement 
releases were typically outside the return window 
computed for their earnings announcement 
counterparts. Therefore, significant market reac- 


As noted by Ball and Brown (1968, p. 172), the multiplica- 
tive API is negatively biased if the residual returns are nega- 
tively autocorrelated. Since a negative drift was observed in the 
APIs computed for this study, the autccorrelations of the 
residual returns were estimated in order to see whether they 
were also negative. The results showed that, e.g. at the first lag, 
the mean autocorrelation of weekly residual returns was 
—0-051 (tendencies towards negative autocorrelation of the 
same order were found also at longer lags). The APIs were used 
in this study because there were no significant grounds to 
assume that there would be systematic differences in the amount 
of bias across firms or years. Therefore, e.g. the difference 
between the average APIs of the ‘good news’ and ‘bad news’ 
portfolios [API(+) — API(—)] could be conjectured to be unbi- 
ased. 
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Figure 1 
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Difference in the Average Cumulative APIs around Earnings Announcements between the Portfolios of Positive 
vs. Negative Unexpected Accrual Operating Income (AOD 
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tions to unexpected accrual income, and insignifi- 
cant reactions to unexpected cash flows (inde- 
pendent of the expectation model in question), 
should characterise regressions where the API was 
measured around the earnings announcement. 
However, when the API was measured around the 
financial statement release, significant market reac- 
tions to accrual income and cash flow information 
were anticipated (providing the expectation 
model for cash flows was ‘other than RWWD), 
because both earnings announcements and finan- 
cial statement releases were included within the 
return window. By the same reasoning, the mul- 
tiple regressions, which included both unexpected 
accrual income and cash flow as independent vari- 
ables, were performed with the API computed 
around the financial statement release. This en- 
sured that information releases of both accrual 
income and cash flow were included within the API 
window. 

All regression models were estimated with a 
robust regression technique. This method was 
selected to minimise the effect of outliers which 
were visually observed in the scatterplots of the 
data. 


‘The robustifying function of the iterative weighted re- 
gression was based on Andrew’s Sine available in the statistical 
SOLO package (developed by BMDP Statistical Software, Inc.) 


kras 


Empirical results 


The Behaviour of Abnormal Performance Indices 
Over Time 

Figures 1 to 4 graph the differences between the 
APIs of the portfolio of firms with positive and 
negative unexpected accrual income (cash flow). In 
each figure, the difference between the average 
APIs is graphed separately for the three expec- 
tation models (RWWD, EWMA and INDEX). 
For the accrual-based variables (Figures 1 and 3) 
the cumulative APIs were computed around earn- 
ings announcements, while for the cash-based vari- 
ables (Figures 2 and 4) they were computed around 
financial statement releases. 

The graphs for Accrual Operating Income (AOD 
in Figure 1 show a clear positive trend for all three 
expectation models from week — 18 onwards (the 
graphs for the RWWD and EWMA models co- 
incide because the ‘good news’ and ‘bad news’ 
portfolios were identical when these models were 
used). Since the differences between the average 
cumulative APIs tend to increase for all models, 
and there is thus a distinct market reaction to the 
sign of unexpected AOI, it can be seen that the 
three models perform almost equally well in 
measuring expected AOI. 

Figure 2, for Cash-based Operating Income 
(COD, also reveals distinct market reactions to the 
sign of unexpected cash flow. This is shown by 
clear positive trends in the differences of the aver- 
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Figure 4 
Difference in the 
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age cumulative APIs, when expected cash flows 
were measured with the EWMA and INDEX- 
models. However, the graph drawn for the 
RWWD model fluctuates around zero throughout 
the window, indicating that market reactions to the 
sign of unexpected cash flow are indiscernible with 
the random walk assumption. 

The graphs for Accrual Net Income (ANI) in 
- Figure 3 show that the RWWD ‘and EWMA 
models perform fairly well in measuring expec- 
tations of this variable. The growing trends in the 
difference between the average cumulative APIs, 
which start more than 20 weeks before the earnings 
announcements, bear this out. It can also be seen 
that the performance of the INDEX model is not 
as good as the other two models, because the 
average cumulative APIs of the ‘good news’ and 
‘bad news’ portfolios do not diverge until a week 
after the earnings announcements. 

Finally, although the slopes of the graphs in 
Figure 4 for Cash-based Net Income (CND are 
somewhat lower than those in Figure 2 for the 
COI variable, they show similar general patterns. 
In particular, while the graphs for the EWMA and 
INDEX model indicate growing trends, there is no 
such trend for the RWWD model. This indicates 
that market reactions to the sign of unexpected 
cash flow are not properly measured with the 
random walk assumption even at the net income 
level. 


—a~ INDEX 


Tests of Information Content in Individual Variables 

Table 1 contains results from the simple 
regression of the API (cumulated through each of 
the two return windows) on each unexpected ac- 
crual income and cash flow (AOI, ANI, COI, and 
CNI). Results are reported separately for each 
expectation model (RWWD, EWMA, and IN- 
DEX). 

The results show a clear pattern. When financial 
statement releases are outside the API window (see 
the columns for earnings announcement), 
the response coefficients are significant for unex- 
pected accrual operating income (AOT) and net 
income (ANI) across all expectation models, at 
least at the conventional 5% level. At the same 
time, all response coefficients estimated for the 
cash flow variables (COI and CNT) are insignifi- 
cant irrespective of the expectation model in ques- 
tion. 

When both earnings announcements and finan- 
cial statement releases are included within the API 
window (see the columns for financial statement 
release), the response coefficients tend to be signifi- 
cant across all expectation models, not only for 
the accrual income variables, but also for the cash 
flow variables. The important exceptions are the 
cash flow variables when expectations were 
measured with the RWWD model. Although their 
response coefficients are positive, they nevertheless 
remain insignificant at the conventional 5% evel. 
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Tests of Incremental Information Content 

Table 2 contains the results from regressing the 
API (around a financial statement release) on 
both unexpected cash flow and its accrual-based 
counterpart. The results mostly show that the 
variables have significant incremental information 
content over each other. However, as shown in the 
column headed ‘Prob(t)’, there are three exceptions 
where the coefficient of a cash flow variable is 
insignificant. First, the coefficient of the COI 
variable is insignificant when expectations were 
measured with the INDEX model. Further, and 


more importantly, both cash flow variables have ` 


insignificant coefficients when expected cash flows 
were measured with the RWWD model. These 
findings, which are in line with those reported in 
Table 1 as well Figures 2 and 4, are consistent with 
the hypothesis that observed market reactions to 
unexpected cash flows measured with the random 
walk (with drift) model are understated. 

As regards the statistical feasibility of the re- 
gressions reported in Table 2, there are two points 
of interest. First, while all models are significant at 
the 1% level or better, the coefficient of determi- 
nation varies between 9% and 32:3%, indicating 
that the examined cash flow and accrual income 
variables explain only a small portion of the total 
variation in cumulative residual stock returns. This 
finding agrees with prior related literature (see e.g. 
Lev, 1989). Moreover, although the independent 
variables are intercorrelated, the |r|-statistic on the 


Table 1 
Regression Results: One Independent Variable 
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far right of the table remains below the square root 
of the coefficient of determinaiion. According 
to Klein’s approximation (Christie et al., 1984, 
p. 212), collinearity is not a ser:ous problem in 
these regressions. | 


Robustness Checks 

In addition to the RWWD, EWMA and 
INDEX models considered above, we tested cash 
flow and accrual income expectations generated by 
more general univariate ARIMA models (Box and 
Jenkins, 1976) individually identifizd and estimated 
from each firm’s cash flow and accrual income 
series. The broad tenor of the results was similar to 
that reported for the more simple EWMA model 
in the preceding sections; i.e. market reactions to 
the sign of unexpected cash flow and accrual 
income were discernible in the API graphs, and the 
response coefficients of individual cash flow vari- 
ables were insignificant around earnings announce- 
ments, although they were significant around 
financial statement releases. 

The results were also checked with respect to the 
definition of net cash flow after investments (the 
CNI variable). An additional cash flow variable. 
was calculated, where only replacement invest- 
ments were deducted (as in Artto, 1985), instead of 
total net investments in fixed assets. In brief, the 
results again were similar to those reported above 
for the COT and CNI variables. 


Dependent variable: Abnormal performance index computed over a return window of [— 30; +2] weeks 


around the event week 


Independent variable: Unexpected accrual income or cash flow 


Earnings Announcement 


Expectation 
model K 


Independent 
variable j By 


(n = 50) 


Prob(t) 


Financial Statement Release 
(n = 104) 


R° By Prob(t) 


RWWD 


AOI 
ANI 
COI 
CNI 


AOI 
ANI 
COI 
CNI 


AOI 
ANI 
COI 
CNI 


0.0570 
0,0385 
0.0287 
0.0066 


0.0458 
0.0338 
0.0110 
— 0.0034 


0.0306 
0.0194 
0.0096 
0.0160 


0.001 
<0.001 
0.062 
> 0.100 


0.004 
<0.001 
> 0.100 
>0.100 


0.003 
0.047 
> 0.100 
>0.100 


0.170 
0.222 
0.049 
0.003 


0.142 
0.200 
0.026 
0.002 


0.144 
0.057 
0.019 
0.013 


0.0260 
0.0218 
0.0101 
0.0121 


0.0381 
0.0223 
0.0261 
0.0138 


0.0533 
0.0123 
0.0295 
0.0164 


<0.001 
0.002 
0.056 
>0.100 


< 0.001 
<0.001 
<0.001 

0.036 


<0.001 
0.028 
<0.001 
0.013 


0.048 


Pa = estimated regression coefficient of the variable / measured with expectation model k. 
Prob(t) = the marginal (one-tail) significance level of the t-statistic for rejecting HO: B, = G in favour of 


H1: B, > 0. 
R? = Coefficient of determination. 
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Table 2 
Regression Results: Two s uRasskaq Variables 
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Dependent variable: Abnormal performance index computed over a return window of [—30; +2) weeks 


around the financial statement release 


Independent variables: Unexpected accrual income and cash flow 


Expectation Independent Bs (n = 104) 
model k variables a, c Bar Prob(t) R? Prob(F) ir] 
RWWD AOI 0.0238 0.003 | 
COI 0.0049 >0.100 0.090 0.009 ` 0.250 < R 
ANI 0.0234 0.001 | i 
| CNI 0.0089 0.067 0.095 0.007 0.143 < R 
'EWMA - AOI 0.0310 <0.001 
COI 0.0162 0.026 0.208 <0.001 0.380 < R 
ANI 0.0227 <0.001 I 
CNI 0.0168 0.013 0.131 0.001 0.057 < R 
INDEX AOI 0.0476 <0.001 | 
| COI 0.0102 > 0.100 0.323 <0.001 0.496 < R 
ANI 0.0178 0.004 
CNI 0.0208 0.003 0.125 0.001 0.080 < R 


B; = estimated regression coefficient of the accrual-based variable measured with expectation model k. 
Ba = estimated regression coefficient of the cash-based variable measured with expectation model k. 
Prob(t) = the marginal (one-tail) significance level of the t-statistic of the regression coefficient. 

_Prob(F) = the marginal significance level of the F-statistic of the model. 
|r| = absolute value of the correlation between the independent variables and an indication of whether or not 
it exceeds the square root of the coefficient of determination (R). 


Finally, all regressions reported in Tables 1 and 
2 were re-run with the OLS (Ordinary Least 
Squares) method instead of the robust weighted 
regression in order to assess the effect of outlying 
observations on the results. It happened that some 
outliers did, indeed, detract from the OLS re- 
gression results. This was indicated by lower mul- 
tiple R-squares (they varied between 1:7% and 
16:6%) and response coefficients that were signifi- 
cant less frequently than those reported above. In 
spite of these differences, the general tendency in 
the results remained unchanged, i.e. significant 
response coefficients for the cash flow variables 
were obtained when expectations were measured 
with non-random walk models. 


Conclusions 


This paper supports the hypothesis that observed 
market reactions to unexpected cash flows tend to 
be insignificant when measured according to the 
random walk assumption but they are significant 
when this restrictive assumption is relaxed. The 
conclusion is consistent with prior findings from 
listed Finnish firms; first differences of annual cash 
flows are negatively autocorrelated, which implies 


that the levels of annual cash flows do not follow 
a random walk process. If the market perception of 
corporate cash flow behaviour incorporates the 
tendency of cash flow increases to be followed by 
cash flow decreases and vice versa (ie. negative 
autocorrelation in cash flow differences) then last 
year’s cash flow provides an erroneous estimate of 
this year’s expected cash flow. Consequently, prior 
studies (e.g. Board and Day, 1989) which rely on 
the random walk assumption are likely to have 
understated the significance of market reactions to 
unexpected cash flows. 

It should be noted, however, that our findings 
are based on a sample of Finnish firms listed on the 
Helsinki Stock Exchange. The question of whether 
the results are sample-specific, or whether they are 
also applicable to samples of firms from other 
countries (for example, the UK), remains to be 
answered in further studies. In brief, these inquiries 
could explore at least two complementary avenues. 
The first is a research setting similar to the one 
applied in this study, where market reactions to 
unexpected cash flows and earnings were measured 
with and without the random walk assumption. 
The second approach is to compare the time series 
properties of corporate cash flows vis-a-vis accrual 
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earnings numbers in order to see whether the 
random walk assumption of serially uncorrelated 
differences can be generalised from accrual earn- 
ings to cash flow data. The random walk behaviour 
in annual accrual earnings time series has proved 
to be a robust mean/median tendency across many 
different countries (e.g. the USA, Australia, New 
Zealand, the UK, the Netherlands, and Finland). 
If the time series properties of cash flows are also 
robust across different countries, results similar to 
ours for Finnish firms will be observed in other 
countries as well. 
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Bank-Corporate Relations: Change Issues 
in the International Enterprise 


John Holland* 


Abstract—Bank-corporate relations or more simply ‘relations’ are the subject of much comment and analysis by 
many different groups including corporate finance directors and treasurers, bankers, financial economists and 
national policy makers. This paper is restricted to corporate problems concerning recent changes in banking 
relations. The case study research method has been used to develop theoretical generalisations of the relations change 
process. Multiple cases, reflecting much diversity in corporate and bank practices, were employed to identify patterns 
in this change process and to provide explanations in a wide range of circumstances. Descriptions of the nature of 
relations, environmental change, corporate change, and changes in bank relations were drawn out from the case 
study data. The data indicated that close bank relations are a stable component of the case firm’s financial policy 
and are part of larger corporate system for managing financial market uncertainty. The data are also discussed in 
the context of a contingency framework in an attempt to place change in relations in a wider explanatory framework. 
The illumination of this change process is important for both corporate finance policy makers and for their banking 
partners. It is also important for corporate finance academics in that it provides new insight into a little studied field 


in the crucial boundary area between a firm and financial markets. 


Introduction 


Bank-corporate relations or more simply ‘re- 
lations’ are the subject of much comment and 
analysis by many different groups including cor- 
porate finance directors and treasurers (e.g. Welby, 
1989), bankers specialising in the corporate sector 
(e.g. Moriarty et al., 1983), financial economists 
(Mayer, 1987) and those concerned with national 
policy and central banking issues (Vittas, 1986; 
Walker, 1988). This highlights the broad signifi- 
cance of the ‘relations’ area for many researchers, 
decision makers and policy makers. 

This article has been restricted to corporate 
problems concerning recent changes in banking 
relations. In this context bank relations are seen 
as part of a larger corporate policy to manage 
resource dependency in financial and banking 
markets (Pfeffer, 1982). Other key components of 
this policy include the maintenance of investor 
relations and of corporate treasury resourcing 
capabilities in these markets. ‘Resources’ in this 
sense includes funds, financial services, advice, 
information, and cooperation in uncertain times. 
This policy, in turn, can create a key support 
capability in financial decisions such as global 
funding, international cash management and 
foreign exchange risk management. Banking re- 
lations, as a component of this larger policy area, 


is an important area for research. Senior managers, 
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finance directors and treasurers have had major 
problems in dealing with changes in bank- 
corporate relations throughout the 1980s (as dis- 
cussed at Association of Corporate Treasurers 
seminars in 1984 and 1986). The aim of this paper 
is to focus on their definition of the ‘relations’ 
change problem. Bankers are also very interested 
in this corporate change process because of its 
significance for their corporate marketing policies. 
In addition, understanding corporate change prob- 
lems may contribute to a greater understanding of 
related problems in the broader field of relations. 

There has been some survey work on the chang- 
ing nature of bank-corporate relations (Soenen 
and Aggarwal, 1989; Ireland, 1987). These provide 
some data on the changing number of banks per 
corporate client, and changing corporate prefer- 
ences for bank choice criteria. The intention of this 
article is to probe deeper into this process and to 
clarify the broad pattern of change in this critical 
corporate finance decision area. This opens the 
way for further research in this field. Specifically, 
this paper sets out to identify the environmental 
changes impinging on firms and their bankers, the 
corporate change process, and the broad impact of 
these changes on bank relations. 


Methodology 


The research problem concerning changes in 
bank relations was defined during exploratory 
interviews conducted by the researcher and during 
seminars and meetings organised by various pro- 
fessional corporate treasury and banking bodies. 
Fifteen confidential corporate case studies were 
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subsequently prepared from interviews with UK 
based MNCs from mid 1986 to early 1990. The 
case firms were a sample of 15 large UK based 
MNCs drawn from the Times 1000, with 13 firms 
in the top 150 by turnover in 1985—86 and all 15 
in the top 200 by turnover. Two firms were in the 
top 15 of the Times 1000 by turnover in 1985-86, 
and were involved in pharmaceuticals, petrochem- 
icals, detergents, and food. This was followed by a 
cluster of six firms in the turnover rank range of 40 
to 60. This group reflected a wide range of indus- 
tries and products including steel & engineering, 
pharmaceutical & consumer goods, soft drinks, 
confectionery construction, cables, electrical engin- 
eering, food & dairy and the oil industry. This was 
followed by a group of five firms in the turnover 
rank range of 100 to 150. This group also reflected 
a wide range of industries and products including 
coffee, tea, & food products, engineering, paper & 
wood products, metal fabrications, and cars. Two 
more firms were in the top 200 and were in 
engineering, building, steel products and thread & 
textiles businesses. There was some bias in their 
selection in that eight of the firms had published 
articles or presented seminars on their banking 
relations. Despite this, the case firms had extensive 
international involvement. Ten shorter bank cases 
were developed to provide insight into the banker’s 
side of relations. The professional sources and the 
published cases provided an essential network of 
contacts for the author in securing access, in 
building on these published ‘cases’ and in identify- 
ing new case firms. Senior finance personnel were 
interviewed during 1986—90 in all 15 firms using a 
semi-structured questionnaire. The questionnaire 
was derived from the prior exploratory interviews, 
with each interview based on the same set of 
predetermined open ended questions. This article 
is an analysis of the notes taken during the 
meetings. 

The case study method was adopted because of 
the limited prior work in this area. This research 
method allows rich insight into new research fields 
and it is for this reason that field research in case 
organisations has been recommended by many 
researchers in accounting and business as an im- 
portant means to explore little understood areas 
(for example, see Scapens, 1990; Smith, 1990; 
Choudhury, 1986; Hopwood, 1983; and Kaplan, 
1983). In Scapens’ (1990, p. 270) terms, the case 
study method has been used to develop theoretical 
generalisations of the relations change process. 
Multiple cases, reflecting much diversity in corpor- 
ate practices, were employed to identify patterns in 
this change process and to provide explanations in 
a wide range of circumstances (Scapens, p. 273). 
The case study method has therefore enabled the 
author to investigate this change process in some 
depth and to identify the broad direction of change 
concerning bank-corporate relations for the case 


ACCOUNTING AND BUSINESS RESEARCH 


firms and banks. However, such generalisations 
should be restricted to the 15 UK MNC cases 
studied. The paper does not claim to be a represen- 
tative study of the change process for UK MNCs 
and their bankers. 


Exploring the change process 


The change process and its impact on relations 
are explored through two constructs. Firstly, the 
results of this research are discussed within a 
contingency framework in an attempt to place 
relations in a wider theoretical explanatory frame- 
work. This is particularly valueble in interpreting 
the environmental and corporate change processes. 
Secondly, concepts of relatiors were developed 
from the managerial and banker interviews. These 
case derived concepts define the phenomena under 
study and provide an important reference point to 
explore how managers’ understanding of the 
nature and function of relations has changed. 
These results of the case research form the contents 
of the following sections. The cases are used here 
both as a basis for understanding the broad nature 
of the change process and as a means to provide 
quotes to enliven and illustrate this process. The 
quotations have been edited to preserve the con- 
fidentiality of the sources. The smphasis through- 
out the paper is on changes in banking relations as 
seen by corporate treasurers. The more restricted 
bank cases are employed to earich the analysis. 


A Contingency Framework for Changes in Relations 

This section considers the way in which corpor- 
ate relations with bankers are contingent on many 
environmental and corporate factors. In more gen- 
eral terms the design and structure of corporate 
mechanisms for the supply of financial services are 
contingent on the organisational context (Pfeffer, 
1982, p. 148). Thus the corporate treasury function 
and the corporate set of bank relations are two key 
interdependent means for firms to transact in 
financial services and to satis“y the enterprise’s 
needs in these respects. The significance of the 
contingency framework has already been estab- 
lished for the finance function, especially manage- 
ment accounting (Gordon and Miller, 1976; 
Waterhouse and Tiessens, 1978; and Otley, 1980) 
and financial accounting subsystems (Thomas, 
1986). Its extension to the structure of the treasury 
subsystem and relations subsystem is logical given 
the common contingency factors likely to operate 
across the fiance function. 

Relations are a form of organisational structure 
in that they consist of a cooperative network of 
boundary spanning relationships (Jemison, 1984). 
They are the medium for maqay business trans- 
actions, information flows and for the formation of 
mutual expectations between banks and firms. This 
corresponds to the view of organisations as net- 
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works (Pfeffer, 1982, p.271) or as patterned 
repeated interactions among social actors (Weick, 
1969). These patterned interactions promote cer- 
tainty and stability and enable coordinated action 
to occur. In this case the coordinated action occurs 
between two organisations rather than within an 
organisation. The following table, adapted from 
Pfeffer (1982, p. 149) provides an overview of the 
role of structural contingency theory in the field of 
bank-corporate relations. 

The concepts of relations to be outlined in the 
next section form much of the left hand side of this 
table. The right hand side looks at the various 
sources of change in the environment and within 
the firm that are promoting changes in relations. 
The latter forms the topic for later sections. The 
detailed content of this table was derived wholly 
from the cases and provides an important insight 
into bank-corporate relations and change. 


The Nature of Bank-Corporate Relations 

The treasurers and bankers identified many 
basic ‘building blocks’ around which the idea of a 
single bank-corporate relationship could be under- 


Table 1 
Elements of the organisation’s 
banking relations structure 


Formal elements of relations 

Degree of legal contracting in relations. 
Degree of explicit understandings or 
agreements between firm and its banks. 
Formal nature of bank choice, change 
and contro] decision process. 
Informal _relations—implicit 
standings and mutual insurance. 


under- 


Differentiation 

Close versus transaction relations. 
Number of levels or tiers of banks. 
Differences in relation types for each 
corporate hierarchical] level. 
Complexity of portfolio of banks. 
Specialisation of bank relations. 
Comprehensive supply vs investment 


Corporate relations features 

Size of the banking relations manage- 
ment activity or subsystem in treasury. 
Centralisation/rationalisation of bank 
choice, change and contro! decisions. 


Are contingent 
n= 
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stood. They conceived their relations as consisting 
of business transactions, information flows and 
mutual expectations (Moir, 1988; Jessop, 1988; 
Vinton, 1985; and Trenbath, 1985). The trans- 
action and information flows constituted much of 
the substance of relations and involved a broad 
range of products dealt with in the corporate 
banking market. The products and services trans- 
acted included advisory and funding services, 
financial risk management and trading services, 
and depositing and payments services. These 
products and services played a central role in a 
host of financial management decisions ranging 
from funding, through cash management, to risk 
management. 

Relationship types identified between individual 
firms and banks varied in character over a range 
from ‘close’ relations to “transaction”: relations 
(Vinton, 1985; Gawler, 1985). ‘Close’ relationships 
generally involved rich information flows, regular. 
flows of low margin ‘business, privileged ACCESS 
to big fee deals, high loyalty and commitment 
between the parties and expectations of fair deal- 
ing and longevity of relationship. In contrast, 


Aspects of the organisation’s 
(case firms) context 


Strategy of the firm 

Nature of the business, trading versus man- 
ufacturing companies. 

Degree of international involvement. 


Size of firm and treasury 

Treasury sophistication, skills and financial 
knowledge. 

Centralisation of financial decision making 
and treasury. 

Changes in internal transacting costs. 


Nature of financial problems 

Technology or processing task of finance 
function. 
Complexity/analysability/routineness of 
financial problems. 


Environment 

Uncertainty in security, loan and financial 
service markets—dramatic versus more 
gradual change. 

Abundant or ‘squeezed’ financial service 
and capital supply. 

Impact of domestic and global reces- 
sions/booms. 

Degree of competition/innovation in finan- 
cial markets. | 

Changes in market transacting costs. 
Deregulation and re-regulation of banking 
markets. 

Debt crisis in LDCs and Eastern Europe. 
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transaction, or arm's length relations involved 
poor information flows, ad hoc price oriented 
commodity deals, and expectations of transient 
links between the trading partners. These two 
constructs represented two major working cat- 
egories of relationships types to be found in the 
cases. The emphasis throughout this article lies 
with close relations. These form much of the 
substance of relations. Transaction relations 
played a key supporting role in the bulk of the 
cases and they are also investigated. 

The firms generally used a smail first tier of close 
bank relations with numbers of banks ranging 
between 5 and 15. The second tier consisted of 
mixtures of banks specialising in, say, credit 
or foreign exchange services or dominant in a 
national market. These second tier banks were in 
a close (specialised supply) relationship with the 
firm, but were seen as outside the central core and 
as possible ‘first tier in waiting’ banks. The third 
tier consisted of a large selection of transaction 
oriented banks providing the whole range of cor- 
porate banking services. 

The pattern set out in Table 2 was evident in the 
case studies for the distribution of banks in each 
tier per corporate size group. The largest two firms 
(2 in top 15 of the Times 1000) had up to 12 global 
relationship banks, generally comprehensive sup- 
pliers of financial services plus two or more 
advisory banks, i.e. merchant or investment banks 
(MB or IB). As we move down the cases by firm 
size, firms 3 to 13 (all within Times 150) the number 
of relationship banks (comprehensive) declined to 
4-8 banks plus at least one MB or IB. Two to four 
UK clearers (large commercial banks) were at the 
heart of the relationship bankers. The two smallest 
case firms (within top 200) used UK clearers as 
their main relationship banks. One clearer acted as 
lead, and dominated the others by taking the 
largest share of the firm’s banking business. Price 
Waterhouse (1990) provided recent UK data of 
such bank tiering when they interviewed and sur- 
veyed 30 multi-nationals and large domestic corpo- 
rates in 1990. The bulk of their respondents 
practised relationship banking, and this group had 


Table 2 


Number of banks in each tier 


Specialist 
service banks 


10-25 


Number Ist tier 
of firms banks 
8-12 banks 
plus 2+ MBs 


4-8 banks 
+1 MB 


1-3 banks 5-10 banks 


+1 MB 


5~20 banks 
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on average 17 banks with whem they were pre- 
pared to do business, and they would use approxi- 
mately 65% of these (10.8 banks) on a regular 
basis. Some firms in their study had a strong 
transaction orientation and had an authorised list 
of, on average, 60 banks, but used only 15% (9 
banks) of these on a regular basis. 

In the cases, a central idea of relations involved 
relations as a mixture of informal and formal 
contracts between the parties based on mutual 
understandings and assurances (e.g., see Walker, 
1986 and 1988). 


Firm A: 

Our relationships with any one of our first tier 
banks consists of a flexible blend of implicit and 
explicit contracts. The implicit contract is based 
on a high degree of mutual confidence. From our 
viewpoint we expect the bank to support us 
when times are tough especially when finance 1s 
tight or when we need the funds during takeover 
battles. We expect to return the favour by giving 
the bank a fixed share of our banking business 
even when we have the whip hand. Our relation- 
ship is based on a long term understanding that 
we won’t take advantage of the bank, they won’t 
exploit us, and we both share the benefits. It 
therefore goes much further than the idea of a 
single deal or a purely legal arrangement. 


Relations as a formal contract included many 
varied contractual forms initiated by either party. 
For example, the bank could provide a standard 
document for a loan agreement with various war- 
ranties, covenants and default clauses in the loan 
agreements. However, a firm was often in a pos- 
ition to insist on its own documentation and 
clauses being accepted and thus ensure that its 
operational decisions were rot controlled in 
periods of underperformance. 

Relations as an informal contract were seen as an 
‘exchange of implicit insurance contracts’ in which 
the banks offered to insure their corporate clients 
against a portion of, or the major part of, the 
financial supply and financial price contingencies 


Transaction 
banks 


up to 200 banks 


20-100 


10-50 


-i 
Pen 
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facing them. The firms offered to insure their bank 
or banks against uncertain demand and fierce price 
competition by providing them with a certain share 
(or all) of their regular (routine, repetitive, high 
volume) banking business as well as the ‘first bite’ 
of ad hoc fee business. In both firms and banks, the 
parties also agreed to their mutual behaviour con- 
cerning uses of information, social contact, influ- 
ence over each other’s decisions, and commitment 
to each other. Both invested in relations in the 
hope of receiving long term rewards. 

The exchange of insurance contracts reveals that 
bargaining was central to close bank-corporate 
relations. This bargaining was identified as being 
concerned with the terms and conditions of the 
overall relationship as well as the terms of individ- 
ual transactions conducted within the relation- 
ships. Both the firms and banks recognised that 
they had continuous leverage or influence over 
each other in relationship bargaining. Both parties 
had something tangible and valuable to offer each 
other and this was the basis for regular renegotia- 
tion and -review. The bargaining was continuously 
informed by transaction or ‘arm’s length’ prices 
available to both parties. Bargaining power was 
thought to vary according to overall supply 
conditions with periods of abundant supply, 
high bank competition and growing corporate 
treasury knowledge enhancing corporate power 
(e.g. Melbourn, 1989). This was thought to reverse 
in periods of recession and credit squeezes. 

If a disparity in valuation of the relationship 
occurred and this was recognised by one party, this 
was seen as the signal for re-evaluation and per- 
haps change of the overall relationship. This high- 
lights a major problem for one party. It faces a 
major informational asymmetry concerning the 
other partner’s intentions. If this disadvantage is 
significant it will experience a major shock if the 
partner breaks some of the implied conditions of 
the relationship or sunders the relationship com- 
pletely. Complex social relations and technological 
links between key bank and corporate staff were 
employed as two major means to deal with these 
problems of informational asymmetry. Multiple 
personal and business contacts existed throughout 
the bank and corporate hierarchies and it was 
these that constituted much of the inter- insti- 
tutional relationship (Purser, 1987). These relation- 
ships existed because of the variety of transactions 
and services being conducted between the two 
enterprises. 


Firm B: 
We consider personal relationships as being 
crucial to the relationship between a firm and its 
bank. They take considerable time to develop as 
trust develops and a sense of the integrity of the 
business partner grows through a series of suc- 
cessful deals. Conventional inner circle banking 
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relations can be seen as the full set of contacts 
between us and the bank with the key relation- 
ship being between our treasurer and the corpor- 
ate banking director of the bank. Many other 
important personal relationships exist including 
the routine day to day contacts further down the 
bank and firm, as well as those at the top. Our 
main board will meet the bank directorate once 
a year, and this is an opportunity to discuss our 
objectives and strategy with the inner circle 
banks. We treat bank relations in a fashion 
similar to investor relations and the same presen- 
tation is given to bankers as to fund managers 
and stockbrokers. The aim is similar in that by 
sharing information we are investing in banking 
relations with our inner circle bankers. 


Technology added a new dimension to cross 
hierarchy relationships for the case banks and 


firms. These technological links involved direct | 


Hnes between bank and company trading rooms 
for commodity-like financial transactions such as 
spot and forward currency. They also involved 
bank supplied treasury and electronic banking 
systems. These provided extensive cash manage- 
ment, transacting and reporting systems to the 
finance director, the treasurer, and to specialist 
corporate treasury officials (Knight and Barnett, 
1990). The technological component of relations 
was a means for the firms and banks to enrich joint 
information flows, joint decision making and cross 
selling opportunities and to increase transaction 
volumes and variety. 


Sources of change in the environment and 
their impact on relations 


The case participants identified the 1980s as a 
key decade of change for relations, with the periods 
before being relatively slow changing. 


Firm C: 

A barrage of sudden and gradual changes since 
the late 1970s has had the effect of breaking up 
cosy relations based on history and replaced 
them with targeted relations based on real needs 
of firms and their bankers. Relations may still be 
durable in the 1990s but they now rely on clearly 
spelled out company needs and on carefully 
controlled social contacts. At the same time, the 
intensification of competition between the banks 
has ensured that their power over companies has 
been clipped and the prices and quality of finan- 
cial services have come under the corporate 
microscope. 


The treasurers and bankers identified many 
interrelated sources of environmental uncertainty 
impinging on relations and other treasury activi- 
ties. Two major categories of environmental 
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change identified by these bankers and treasurers 
were firstly dramatic large scale changes in the 
environment, and secondly continuing or more 
gradual changes. Both were major contributory 
factors to the uncertainty facing the corporate 
treasury function and corporate bankers. Such 
categorisation of the environment is similar to that 
employed by Amigoni (1978) when planning man- 
agement control systems. Many other possibilities 
exist for categorising the environmental change 
(Otley, 1980; Thomas, 1986). However, these sub- 
jective categories of uncertainty were considered 
appropriate by the treasurers and bankers when 
associating environmental characteristics with the 
structure of relations. Dramatic change was associ- 
ated with the fundamental need for close bank 
relations. Continuing change was associated with 
gradual changes in the composition of relations 
policy. | 


Dramatic Environmental Changes | 

Unexpected changes in the world trade and 
financial system involved dramatic switches from 
stable to turbulent business and financial environ- 
ments or vice versa. Examples identified in the 
cases included: 


— the collapse of Bretton Woods and the float of 
currencies in the early 1970s, 

—the oil ‘shock’ of 1973 and subsequent price 
volatility, 

— unexpected national applications of credit 
squeezes and exchange controls, 

—the rapid arrival of domestic and world 
recession, 

—the October 1987 world stock market crash, 

—the Gulf crisis in 1991 and its impact on world 
oil and financial markets. 


The unexpected global events have led to in- 
creased financial price volatility. Treasurers have 
therefore experienced an increased incidence of 
unexpected changes in financial prices and, on 
occasion, declining supplies of funds and financial 
services from markets. This more dramatic type of 
change has alerted the treasurers to the need for 
stable, secure lines of supply of credit, foreign 
exchange and other financial services and advice. 
Despite their experiences over the past decade of 
very competitive corporate banking markets and 
an abundance of financial service supplies, these 
events have increased their awareness of the signifi- 
cance of the role of close bank relations as a vital 
‘supplier of last resort’. Thus the emergence of this 
cooperative boundary spanning structure was 
closely related to the contingent nature of the 
financial environment. 


Firm D: 
We may not need banking relations as much in 
the future as they become fee driven rather than 
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relationship driven. Instant funds should be 
available if our credit is good and this may cause 
erosion of relations with our inner and outer 
circle banks. However, we prefer to maintain 
existing banking relations because they have 
stood the test of time and the banks understand 
us and provide a basic business service. One of 
our basic fears is that there will be another major 
recession and credit will be tight and therefore 
we have decided to invest in banking relations in 
this respect. 


Throughout the bulk of the cases, treasurers and 
bankers argued that during majoz periods of finan- 
cial market uncertainty the need for relations 
rapidly re-emerges. In these circumstances they 
identified the following changes as occurring: 


—close relations as a form of mutual insurance 
contract moves rapidly up the corporate and 
bank agendas. Both parties respond to the mar- 
ket uncertainty by cementing their agreements to 
transact with each other in a predictable way. 
Thus long established relationships become 
‘firmer’. Erratic, transient or newly established 
‘contracts’ become unstable and probably be- 
come extinct. 

—control/influence switches to the banks as they 
become the reliable, sometimes sole, suppliers of 
financial services compared with financial mar- 
kets. Specifically, bank contrcl increases if the 
funding link has become central to the relation- 
ship and if the market changes involve reduced 
supply such as during credit squeezes etc. Grout 
(1985) points out that if this coincides with 
financial weakness in the firm then the balance 
of power shifts further in the direction of the 
banks. In contrast financially strong firms can 
carefully select their bank pariners. 


The reverse pattern emerges during periods of 
high bank competition and abundance of alterna- 
tive suppliers. In more general terms, the treasurers 
and bankers saw close relations as going through 
periods of being fashionable and unfashionable 
(see Moir, 1988). Thus in the five year period 
before the crash of 1987 they were out of fashion 
as bank competition and capital supplies grew. 
Price was the dominant consideration in trans- 
action oriented relations. Since 1987 close relations 
and issues of reliability and steadfastness have 
come back into fashion in the case firms (also see 
Priestley, 1988, p. 63). The recession in 1991 and 
1992 has meant that maintaining close bank re- 
lations has become a top priority for many UK 
firms and banks (Shreeve, 1991). Clearly close or 
transaction types of relations do not cease with 
changing circumstances. One form of relations just 
disappears from sight for a time. It appears from 
the case data that ‘short termism’ in bank relations 
was a cyclical phenomenon. Close relations were 
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never abandoned by the firms and banks in the 
1982—88 period. However, managing corporate 
financial resource dependency and the need for 
close bank relations became a lower priority in 
corporate financial management. 


Gradual Environmental Changes 

The more gradual or continuing environmental 
changes identified by case treasurers and bankers 
included: 


—Increased internationalisation of business. 
—lIncreased competition in markets for currency, 
. loans, securities, and advice in the 1980s. 

—Deregulation of the structure of key banking 
markets in the OECD countries in the 1980s. 
Thus relaxing barriers between financial markets 
and between legal definitions of banks has al- 
lowed banks to compete more freely. 

—Re-regulation of banking markets in late 1980s 
via Basle proposals, EC Directives and other 
controls over financial management of banks 
and investor protection, has constrained bank 
behaviour. 

—The above have coincided with increased signifi- 
cance of bank capital and profitability, and more 
bank emphasis on pricing. 

—Financial innovation throughout the 1980s, e.g. 
the securitised lending boom in 1982-86, new 
euro-commercial paper markets, and new risk 
management instruments. 

—Emergence of EMS and G7 attempts to control 
currency volatility. 

—Increased sophistication of financial trading, 
payments and communication technology. 


For example, the firms identified the growing 
internationalisation of business, and technological 
developments as gradual change factors which 
impinged directly on their banking relations. As 
the volume of exporting or number of overseas 
subsidiaries increased and greater use was made of 
foreign currencies, the more important the non- 
UK banking relations became to the case firms. 
This factor was modified by the presence of many 
large international banks in London able and 
willing to satisfy overseas and domestic banking 
needs. Those firms with some control over key 
financial variables such as the currency of purchase 
and sales could exploit this at a centralised group 
treasury. This coineided with the commodity-like 
nature of some financial products and services 
(foreign exchange and some forms of credit) and 
the benefits of using certain key world financial 
centres. In the largest case firms, these factors 
encouraged centralisation of group treasury and 
the provision of (commodity-like) financial services 
by a select group of money centre banks in 
London, New York, one Far East location and 
possibly one other European location. In addition, 
the degree of global coverage offered by banks was 
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an important factor in service areas such as inter- 
national cash management and money trans- 
mission and payment services around the world. 
This aspect of ‘electronic banking’ was a major 
technological area of competitive advantage for- 
international banks. Changes here and the ability 
to match the global distribution of the firm were 
seen by the firms as an increasingly important 
factor in their choice of inner circle banks, in the 
geographic distribution of their regional banks, 
and in strengthening the technological component 
of bank-corporate relations. 

Financial innovation and changes in bank com- 
petitive behaviour were also important. In Firm E; 
the treasurer remarked: | 


Yes, the continuing development of new finan- 
cial products has had an influence on our bank 


relations. During the 1980s some banks were ; ., 
able to penetrate our banking business because. + 2; 


of the novelty of their products. This inevitably 
changed banking relations. The steady growth in 
competition between the UK clearers and over- 
seas banks, especially from US, Japanese and 
EC banks, has also been very important in 
expanding the choices open to us and in putting 
pressure on our core UK bankers, in London 
and in other world financial centres. In contrast, 
overseas banks have not had a stable presence in 
the UK regions in the late 1980s and this has 
strengthened the UK clearers here. 


The gradual environmental changes have had 
many broad influences on relations. However, the 
case treasurers emphasised their impact on the 
erosion of the informal, implied component of 
relations in the 1982-88 period. As Melbourn 
(1989, p. 7) comments: 


. the company sector seems to attach less 
weight to the implied banking commitment to be 
a private sector ‘lender of last resort’. Whatever 
the reason (and there could be several), the 
market valuation of this fundamental commit- 
ment appears diminished. . 


This issue was a major concern throughout the 
cases. However, as Shreeve (1991) notes, the reces- 
sion in the early 1990s appears to have reinforced 
the commitment of UK banks and firms to close 
relations. 


The corporate change process and relations 


Many of the environmental changes identified 
above were common to all firms. However, the way 
in which corporate decisions and corporate charac- 
teristics influenced banking needs and bank 
relations was often quite specific to a firm. In all 
of the corporate cases, treasurers and other 
senior managers could identify their own unique 
views and experiences of external stimuli, internal 
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processes and corporate factors affecting relations. 
Unique corporate factors, especially distinctive 
company financial problems, interacted with these 
common environmental changes in some complex 
way to produce many differences in banking needs 
and banking relations. This reflects the contin- 
gency nature of the relationship between bank 
relations and these corporate factors. However, it 
was possible to identify some corporate change 
processes which were present throughout the cases. 
Treasurers identified four broad routes for change 
within the firm: 
1. Changes in strategic choice. 
2. Financial price volatility and increasing 
complexity of financial problems. 
3. Changes in financial transaction costs in 
markets and within the firm. 
4. Corporate decisions on the choice of banks 
and relations policy. 


These change routes were interdependent and 
could occur simultaneously. Each route therefore 
describes part of a complex interacting change 
process. For example, changes in strategic choice 
and changes in the complexity of financial prob- 
lems could occur together and be stimulated by a 
related set of environmental changes. In addition, 
the bank choice decisions were often triggered by 
events and changes in routes 1, 2 and 3. These 
change routes, taken together, reflect a more dy- 
namic corporate view of the relations change pro- 
cess than that implied by contingency theory. 


Changes in Strategic Choice and Bank Relations 

In the first corporate change route identified 
above, changes in the competitive and 
product/market environment of the firms created a 
stream of subsequent changes in corporate strat- 
egy, financial characteristics and financial prob- 
lems. These strategic changes and their impact on 
relations were unique to each company, further 
demonstrating the contingent nature of banking 
relations. 


In Firm F: 
Bank relations can change quite a lot with 
strategy and complexity. There would be a 
strong effect if we increased the level of inter- 
national assets and this prompted a change in 
the scale and currency of exposures. We would 
shift towards banks strong in these currencies to 
ensure that we could deal with the currency 
risks. There would be no change in our banking 
relations if our new assets were more in the US 
and in Europe especially Germany, where we 
already have banking relations. If existing oper- 
ations grew quickly Dip to exceed 
bank currency exposure or it limits then we 
would also require extra banks. The reverse 
can also happen in that there may not be 
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enough business for the existing number of 
banks employed. 


In the acquisition decision, existing close re- 
lationship banks played a central support role in 
that they provided the bulk of funds so that the 
firms could act quickly in an acquisition opportu- 
nity. The banks also played a supporting role by 
providing standby funds for acquisitions funded 
mainly by internal cash flows. Such bank policies 
were concerned with maximising fee and loan 
business. They were also a means to maintain 
existing relations with the winner and acquire the 
banking business of the purchased company. As a 
result takeover activity was seen throughout the 
cases aS a major stimulus to changes in banking 
relations of acquired companies. The strategic 
significance of existing relations placed them near 
the top of corporate financial policy priorities in 
the case firms. Their continuing presence was an 
important element of both defensive and offensive 
tactics concerning takeover activity. 


In Firm G: 

. The heavy use of bank fund:ng in leveraged 
acquisitions has meant that even good credits 
like us must have a guarantee of bank loyalty. If 
any of our first tier banks turned against us and 
backed another client in a bid we would be in 
deep trouble. If one of our bankers refused to 
support our defensive tactics, the situation 
would be very difficult. 


Changes in Financial Price and Supply Conditions 

In the second corporate change route identified 
above, financial environmental changes (such as 
increased volatility of exchange rates or interest 
rates) exacerbated and complicated existing cor- 
porate financial risk and exposure problems in the 
case firms. The corporate response to changes in 
financial risk eventually led to changes in many 
real and financial decisions and thus in banking 
needs and relations. 


Firm H: 
Changes in our banking relations match the 
development of our treasury function. Relations 
up to the early 1970s were built up by the 
controlling family and as a result of the acqui- 
sition policy of the group up to that time. In the 
early 1970s the oil crisis and tke float of major 
world currencies hit us. Our simple world of 
finance was turned upside down and we faced a 
completely new level of complexity on the 
finance side. This led to a simultaneous rational- 
isation of treasury and banking relations and the 
drawing up of a list of preferred banks or golden 
circle of inner banks. Subsidiaries were only 
allowed to add banks after consultation with the 


group treasury. 


SUMMER 1993 


More specifically, the much increased complex- 
ity of the foreign exchange risk management prob- 
lem in the 1970s and 1980s gave rise to a variety 
of foreign exchange risk management products and 
both factors were thought by the treasurers to be 
directly related to the growth of foreign exchange 
functions in treasuries (also see Donaldson, 1988). 
The changes have also focused firm treasurers’ 
minds on the special qualities of certain external 
modes of supply and transacting. Thus banks with 
special skills in currency supply, risk management 
products and advice, etc. were preferred as ‘lead’ or 
‘close relationship’ banks. Many of these changes 
have been repeated throughout the 1980s in re- 
sponse to increasing interest rate volatility. 


Changes in the Relative Costs of Financial 
Transacting 

Changes in the costs of financial transacting, say 
in funding or in selling currency spot or forward, 
could arise within the firm from technological or 
organisational changes. Increased competition, 
technological change in banks and markets and 
financial product innovation could also play a part 
in reducing transaction cost in markets and within 
banks (Lewis and Davis, 1987, pp. 88-94). Many 
of these changes have occurred in the past two 
decades. In the firms the sophistication of treasury 
trading and information technology has dramati- 
cally improved over the past decade (see also 
Knight and Barnett, 1990) and this has increased 
the scope for internal transacting. This has stimu- 
lated the emergence in four of the cases of treasury 
as an ‘in-house bank’. These treasury functions are 
seen as internal equivalents to external bank sup- 
pliers and are treated as profit centres rather than 
cost centres. In markets, the phenomenon of secu- 
ritisation indicates that transaction costs have been 
lowered for direct financing via markets compared 
with indirect financing via financial intermediaries 
(Lewis and Davis, 1987, p. 380). This has changed 
corporate funding preferences in the firms towards 
security markets and away from more established 
bank suppliers. 

The firm treasurers argued that these changes 
had led to both treasury and ‘arm’s length’ 
sourcing becoming more important over the 
decade. The firms have also sought similar re- 
ductions in transaction costs incurred via close 
bank relations by adopting smaller, stable, more 
focused portfolios of relationship banks as well as 
identifying a reduced role for them in the supply of 
financial services. This reduced role has occurred at 
the same time as an increase in understanding of 
the merits of close relations. The shift towards 
more active use of transaction relations reflected 
the need to provide a market discipline for close 
relations rather than as a long term replacement 
for them. Close relationships and transaction 
relationships were still seen as the major working 
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components of their relationships policy for the 
1990s. 


Choosing Banks and Relations Policy—Purposeful 
Change of Banking Relations 

Environmental changes have, over the past 
decade, stimulated the development of many 
heuristic decision rules for bank choice, bank 
change and bank control in the firms. For example, 
Gawler (1985) outlines Burmah’s rules for ‘tiering’ 
banks and explains that these emerged after the 
firm had a financial crisis in 1974. Such experiences 
and the general growth of sophistication of the 


treasury profession have contributed to the develz... 
opment of a practical body of knowledge in the ` 


firms in this respect. 


Firm T: 


The major issues for us are securing funds and: `.: 


services when required and reducing the time 
involved for management in dealing with ran- 
dom, uncontrolled requests by the banks. Our 
banks might also manipulate their contacts with 
us at group level and with our subsidiaries. All 
of this leads us to try to carefully choose and 
control the number of our banks. In practice, 
this can prove difficult given the time pressures we 
operate under in a continuously changing market. 
We have a tendency to stick to crude categories 
of banks and if new ones are required we adopt 
a simple screening rule to filter out and limit the 
number of new banks. In nearly all instances we 
attempt to minimise the costs of searching for 
banking partners and for banking services. 


In a similar example, in 1987 ICI cut its large 
number of 60 to 70 commercial bankers down to 
a core group of twelve. It now distributes 80% of 
its custom to this select group (Economist, 17 Nov, 
1990, p. 134). This rationalisation has had the dual 
effect of reducing bank relationships costs as well 
as providing a smaller, more responsive core of 
close relationship banks for the firms. 

Variants of bank choice and control rules were 
common across all of the case firms. The explicit 
use of these rules, often in response to new environ- 
mental stimuli, was considered to be a major source 
of purposeful or planned change concerning bank 
relations. This is in strong contrast to the other 
change routes where changes in relations were gen- 
erally a byproduct or an unintended consequence 
of other environmental or corporate changes. This 
further highlights the significance of managerial 
choice and discretion in the contingency frame- 
work outlined above (Pfeffer, 1982, p. 159). 


Conclusions 


This article has explored the nature of bank- 
corporate relations and employed extensive case 
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data to illustrate changes in this important bound- 
ary area of corporate finance. It has employed an 
existing theoretical construct in the form of a 
contingency framework as well a managerial based 
set of concepts of relations to interpret much 
corporate case data concerning changes in banking 
relations over the past decade. The impact on 
relations of dramatic and gradual environmental 
changes; of increased complexity of financial prob- 
lems and sophistication of treasury, of purposeful 
choice of relations and of strategic decisions in- 
cluding acquisition policy, have been discussed 
within the context of the contingency framework 
sand the set of concepts of relations. 

“32° The case data indicate that bank relations are an 
important and permanent component of corporate 
financial policy in the case firms. Periodic surveys 
reveal changes in their composition and their rela- 
tive importance as part of corporate financial 
policy but their functions remain unchanged. Close 
bank relations, in association with transaction 
oriented (market) bank relations and internal trea- 
sury sourcing can be seen as a significant financial 
supply and response system for the firm. 

Close relations also act as a source of opportu- 
nities and as constraints in strategic decisions. 
However, their relative significance or priority 
within strategy and financial policy varied from 
time to time in the case firms. In periods of 
abundance and innovation in capital markets, 
‘short termism’ or transaction relations have dom- 
inated but not removed the basic functions of close 
relations. In particular, close relations have moved 
rapidly up the corporate agenda and achieved high 
strategic significance in periods of high takeover 
and acquisition activity. In periods of financial 
uncertainty and credit squeeze, close bank re- 
lations have become an important, sometimes 
dominant component of a policy in which a mix of 
internal (treasury) and external financial supply 
systems are employed to manage financial re- 
source dependency. The 1980s has seen a growth in 
the case firms in their awareness of their function 
as well as a more rational approach to their 
management. The bank choice and control de- 
cision rules and subsequent relations with banks 
can be seen as a key part of case firms’ strategy to 
influence and control those parts of their financial 
environment where there is a high degree 
of financial resource dependency (Pfeffer and 
Salancik, 1978). 

The illumination of this change process is im- 
portant for both corporate finance staff and their 
banking partners. It is also important for corpor- 
ate finance academics in that it provides new 
insight into a little studied field in the crucial 


boundary area between a firm and financial mar-. 


kets. Care should be taken in interpreting the 
results, given that they are based on a limited 
number (fifteen) of large UK based internationally 
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involved enterprises and a smaller number (ten) of 
banks. However, they expand exiszing views of the 
change process and open the way “or further work 
in the field. 
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Book Reviews 


Public Sector Accounting. Rowan Jones and 
Maurice Pendlebury. Pitman, 3rd. ed. 1992. 


The public sector in the UK and elsewhere has 
seen major changes in structure and organisation 
in the last ten years, affecting its managers, 
professionals and consumers in numerous different 
ways. These changes have typically involved an 
increased role for accountants and accounting 
within the public sector, with many of the changes, 
such as the Local Management of Schools 
(LMS) initiative in education and the Financial 
Management Initiative (FMI) in central govern- 
ment, centering around the activities of financial 
management and accounting as the source of wider 
organisational change. 

The implications of such change are now being 
felt in many directions. The proposals of the 
Tomlinson Inquiry on the possible closure of several 
London hospitals cite the new NHS accounting- 
based capital charges as part of hospitals’ ‘actual 
costs’ in identifying the vulnerability of inner 
London hospitals to closure. British Coals 
proposals to shed 30,000 mining jobs stem from 
consideration of accounting measures of profit- 
ability that have assumed heightened importance 
under privatisation of the electricity industry and 
the proposed privatisation of the coal industry, 
rather than from wider economic considerations. 
Even Sir David Attenborough’s recent statement 
at the British Association for the. Advancement 
of Science that ‘The BBC is being gravely eroded, 
the morale of its staff seriously damaged’ was 
supported by the accompanying resignation of 
Andrew Neal, the Head of the BBC Natural 
History Unit responsible for the production of 
Life on Earth and other much praised series, who 
resigned with the declaration that ‘Creative 
people do not like being told what to do by 
accountants’. 

Against this background of great potential 
public interest in the activities of accountants and 
in the implications of accounting within the public 
sector, it is perhaps surprising to find Rowan Jones 
declaring in a recent paper in Financial Account- 
ability and Management (Winter, 1992) that in 
the public sector ‘the publication of financial 
statements is not in the public interest because 
the public has no interest’. The present volume 
should ideally be a step towards educating, and 
stimulating the interest of, both potential public 
sector accountants and a wider audience of head- 
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teachers, public sector managers and others who 
now find themselves increasingly concerned with 
the details of financial management and account- 
ing in the public sector. But does it achieve this 
potential goal? 

One initial noticeable feature of this third edition: 
is that its list of contents is almost identical to that. 
of its first edition in 1984, despite the numerous 
changes which have taken place in the public sector. 
in the intervening years. There is still a whole 
chapter devoted to the Planning, Programming . 
and Budgeting System (PPBS) introduced into the 
US Department of Defense back in 1961, despite 
Wildavsky’s criticism that ‘PPBS has failed every- 
where and at all times. Nowhere has PPBS been 
established and influenced governmental decisions 
according to its own principles’. Nevertheless as 
well as many common features with the first edition 
the third edition includes some discussion of the 
new central government Departmental reports and 
Executive Agencies, of the new purchaser—provider 
split in the NHS, and of the progress of competi- 
tive tendering, the FMI and the LMS initiative, 
and brief mention of the new system of capital 
charges in the NHS. The book overall does cover 
a wide range of applications of financial and 
management accounting techniques to the public 
sector, and covers them generally very well. It is 
written in a style that should be easily readable, 
although the small print and often long paragraphs 
make it at times less digestible for students than it 
might be. 

There is also in general a good interplay between 
accounting theory and accounting applications 
within the book, making it a good text for many 
potential readers, including those studying for 
professional examinations. However, for managers 
and other non-accountants in the public sector, 
there must still be some doubt whether even after 
reading this book the meaning of accounting 
information will be sufficiently clear to enable them 
to appreciate its full significance and limitations. 
Mystery has perhaps for too long surrounded the 
procedures and recommendations of accountants. 
The real question is whether their apparent magic 
potions can stand up to detailed scientific analysis 
and de-mystifying, so that their relevance to real 
world issues can be more fully assessed. This book 
does indeed go some way to achieving this, but 
perhaps not quite far enough. | 


University of York David Mayston 
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European Financial Reporting: Spain. José A. 
Gonzalo and José L. Gallizo. Routledge/ICAEW, 
1992. xviii + 275 pp. £45. 


This book is one in the European Financial 
Reporting Series covering the twelve EC countries 
and scheduled for publication between May 1992 
‘and October 1993. The series aims to provide ‘the 


` -first detailed authoritative guide to current 


a.” 
r 
P ` 
t 


` accounting and financial reporting practices in 


Europe’. It is not altogether correct to call this the 
first such book because the ICAEW published a 
similar series with the same title during the late 


seventies and early eighties. Neither the series 


“pteface nor general introduction mentions this; 
however, the authors acknowledge that ‘an import- 
ant precedent was a work written in the 1980s’. An 
up-to-date book on Spanish practice was needed 
_and the authors have succeeded in providing the 
detailed, authoritative guide which was promised. 
The format follows a traditional approach with 
Part I covering the business environment, i.e. the 
country, business organisation, the financial sys- 
tem.and taxation. Part II deals with accounting, 
auditing and financial reporting and includes de- 
tailed explanations of balance sheet and profit and 
loss items. Part HI consists of Appendices on 
illustrative financial statements (Repsol SA); differ- 
ences in financial reporting between Spain, the UK 
and the US; the relationship between EC directives 
and Spanish legislation; and useful information. 
There is also a short glossary and a comprehensive 
bibliography. 

In selecting authors for such a series, editors 
have to look to native experts in the countries con- 
cerned or choose UK practitioners or academics 
with specialist knowledge of the area. The present 
editors have, in the main, appointed leading figures 
‘from the relevant European countries. By so doing 
they presumably hope to avoid the cultural relativ- 
ism that sometimes creeps into UK commentaries 
on European accounting. On the other hand there 
is the possibility that a foreign author can take for 
granted the concepts and practices with which he 
or she is familiar and not give adequate explan- 
ations for the benefit of a UK audience. Happily, 
this is not the case in the present volume. Through- 
out the book, the authors have not restricted 
themselves to descriptive material but have given 
full explanations and made appropriate comments 
on the state of accounting and the relationships 
between the various accounting and auditing 
bodies. 

Part II deals with accounting, auditing and 
financial reporting. Of necessity there is a large 
amount of factual information but the authors’ 
comments and chapter summaries serve to lighten 
the diet. The book is well organised, except for the 
inclusion of an illustration of an abridged balance 
sheet in the chapter on accounting principles and 
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standards rather than in the chapter on the 
presentation of annual accounts (which already 
includes an example of an unabridged balance 
sheet). The chapters on assets and liabilities valu- 
ation, expenses and revenue and financial state- 
ments cover the ground in great detail and there 
are helpful numerical examples to illustrate 
Spanish concepts and practices as well as appropri- 
ate extracts from Spanish company accounts. 
Overall there is a high standard of exposition 
for the UK reader, although some of the non- 
accountant users for whom the book is intended 
might have difficulty with some of the technical 
aspects. 

The authors give due recognition to the import- 
ant contribution made to voluntary standard set- 
ting by the private sector Spanish Accounting and 
Business Administration Association (AECA). 
However, it is noticeable that the newly-consti- 
tuted official agency, the Accounting and Auditing 
Institute (CAC), in its public comments appears 
to have avoided all reference to AECA which has 
given rise to uncertainty as to the future role of this 
private sector association. 

With regard to terminology, there are a few 
instances where alternatives may be offered: for 
some of the English terms used. For example, on 
page 77 the Spanish Plan General de Contabilidad 
(PGC) is rendered as ‘Spanish National Chart of 
Accounts or Accounting General Plan’. It would 
be preferable to refer to the PGC as the General 
Accounting Plan and to restrict the use of ‘Chart 
of Accounts’ to the accounts coces listed in the 
second part of the PGC. A further example is in the 
balance sheet layout on page 150 where Item (A), 
Accionistas por desembolsos no exigidos, is trans- 
lated as ‘subscribed capital unpaid and called’ but 
the term actually refers to uncalled share capital. 
In the glossary there are good workmanlike trans- 
lations so that it is disappointing to find that it 
contains six typographical errors. | 

Overall this book can be recommended to the 
practising accountants, businessmen and investors 
and advanced students of international accounting 
for whom it is intended, although at a price of 
£45 the latter group will presumably be restricted 
to library copies. 


University of 


John Laidler 
Newcastle upon Tyne | 


Topics in Just-in-Time Management. Marc J. 
Schniederjans. Allyn and Bacon, 1992. 
viii + 309 pp. £19.95. 


The book is designed to be used- -on courses in 
production planning and control. So what is this to 
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do with accounting? Manufacturing has become 
a minority activity in the UK, perhaps due to 
increased competitiveness from overseas compa- 
nies in terms of both price and quality. 
Just-in-time (JIT) is a manufacturing management 
philosophy which seeks to eliminate waste from all 
parts of the manufacturing cycle through a process 
of continuous improvement. Proponents of JIT 
suggest that it can improve the international 
competitiveness of manufacturing companies. 
Thus, this subject should .be of interest to all 
accountants with an interest in manufacturing. 
Furthermore, as the book suggests, JIT may be 
applicable in service organisations as well as in 
manufacturing, placing the topic on the agenda for 
all accountants. 

The book is well structured with an introduction 
to the JIT concept followed by chapters which 
relate JIT to inventory planning, production con- 
trol and quality management. It then considers 
how .JIT can be integrated with a Computer 
Integrated Manufacturing (CIM) system whilst 
acknowledging that few companies will have yet 
achieved such a system. The book also looks at the 
integration of JIT with the highly computerised 
Manufacturing Resource Planning (MRP ID 
system used by many large manufacturing 
organisations. 

The application of JIT to service and adminis- 
trative systems is also covered with example 
scenarios such as a medical doctor, a management 
consultant, an amusement park, a teacher. Each 
chapter contains a glossary of terminology, some 
discussion questions and problems and one or 
more short cases. There is also a list of references 
at the end of each chapter. The final dozen or so 
pages are used to describe a novel simulation game 
using LEGO bricks to give students hands-on 
experience of a unitary production process (JIT) 
and a batch production system. I feel that a 
computer simulation rather than this physical 
model would have been more appropriate. 

The book suffers from poor presentation of 
diagrams. The use of inappropriate fonts together 
with thick lines and ‘boxes’ gives an amateur feel 
to some of the diagrams. Further printing 
problems arise in chapter 6 where the book 
contains blank spaces instead of the diagrams and 
lists referred to in the chapter end questions. The 
application of JIT quality management, as 
described in chapter 4, to the book itself would 
have prevented these problems. 

There is only passing mention of accounting or 
costing in this book which is reasonable consider- 
ing its target audience. However there is much to 
interest the management accountant whether she 
or he works in manufacturing or not. The adoption 
of JIT by a company has implications for its 
management accounting system. The book con- 
tains many instances of performance indicators, 
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few of which involve financial measures. This may 
herald a move away from centralised; periodic, 
financially based reporting to short feedback loops 
for non-financial information. Such a move would 


have implications for the operation of the account- _ 


ing function and its power within a company. 
In summary, I recommend the book as a good 


introduction to JIT, but with a plea to the Cor. 


ers to improve the presentation. 
University of Dundee 

Valuing Companies—Analysing Business Woi 
Alan Gregory.. Woodhead-Faulkner, 193°" 
xii + 255 pp. £35. 


Perhaps finance academics are cynics in the 
Wildean sense. It is an interesting idea, therefore, 


for an academic to write a book’ on valuation . 


incorporating current academic thinking (mainly 


from the finance field). Since valuation is so im- . 


portant from a practitioner’s perspective the natu- 


ral audience for such a text would be those actually ` 


working in the field. The resulting book by Alan 
Gregory combines the two strands relatively well 


and at a level which should be readily accessible, - 
in the main, to the interested practitioner. While: 


the author manages to present the material in a 
straightforward manner, the overall feel of the text 


is that it is rather a ‘pot pourri’. As an academic, ` 
I can appreciate ‘where he is coming from’; I am . 


not wholly convinced that practitioners would. In 
general, they would tend to ‘dip in’ where relevant 
and could lose the thrust of the book. Overall, 
however, Alan Gregory has provided a cogent and 
broad overview of the field of finance, albeit at a 
level that would probably preclude its use in most 
academic courses. One suggestion on style would 
be to cast more of the presentation in pictorial or 
diagrammatic terms. 

The first three chapters set out various aspects of 
the valuation process, including DCF techniques 
and the EMH. The material is presented in a 
straightforward fashion with interesting sup- 
plementary discussion where appropriate. The 
EMH discussion is a little opaque and could have 
benefitted from an overall definition (e.g. of a 
Fama or a Jensen type). The discussion might have 
been better motivated by examining (intrinsic) 
values/prices within a markets context. Relatively 
straightforward discussions of forecasting and 
accounting issues are presented in the two sub- 
sequent chapters. The PE formula used would have 
been more manageable if cast in payout .terms. 

Chapters 6 and 7 are devoted to somewhat more 
academic matters, the CAPM and the OPM. The 
material covered in both chapters 1s accessible to 
the non-specialist (academic) reader, although, at 


Ian Cobb. ps 


a 
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ti 


~ various junctures, the non-specialist might have to ` 


work pretty hard at it. At times, the discussion 
becomes a little hackneyed, if not almost conde- 
“scending, in these chapters and I am not convinced 
that the style adopted assists in the presentation. 


`" (In. passing, optimising behaviour on behalf of 
‘investors was not included within the CAPM as- 
° sumption set.) After a return to further DCF 


1. the book is rounded off with three chap- 
ters on mergers and acquisitions/corporate restruc- 
` turings, While, inevitably, valuation phenomena 
are pertinent to these areas, the amount of space 
devoted to these topics perhaps reflects more 
the author’s interest in the area than its overall 
slevance. 


= In summary, then, a well-written book by an 


author with a manifestly broad appreciation of the 
finance literature. The level of coverage tends to be 
more appropriate to the practitioner/professional 
than to the academic. 


University of Birmingham M. Theobald 


SSAP 15, Accounting for Deferred Taxation. 


Pauline Weetman (ed). The Institute of Chartered 
>. ‘Accountants of Scotland, 1992, vi + 177 pp. £15. 


| | ; This Baok ‘the sixth of an ‘Emerging Issues’ series 


initiated by the Research Committee of the Insti- 
tute of Chartered Accountants of Scotland, is an 
abridged version of a more detailed report submit- 


~ ted to The Accounting Standards Board (ASB) in 
= June 1992 and also priced at £15. 


> Deferred, taxation became a major issue in UK 


“financial reporting during the late 1970s. The exist- 


ence of differences in the-time at which items were 


-recognised in the tax and financial accounting 


- ` systems had, for many years, provided the scope 


for alternative accounting treatments of corporate 


taxation, but a widespread debate took place only 
during the late 1970s; when capital allowances and 
inflation both accelerated.. As both declined so, 
gradually, did the urgency of the debate and it is 
therefore quite surprising to see-:deferred tax 
described in 1992 as an ‘emerging issue’! The 


‘Objectives and structure of the book, which are 


entirely consistent, also seem more. relevant to a 
report on a long-standing problem area than to the 
introduction of a new one. 

The text provides a resumé of the present situ- 
ation, available methods of accounting, a literature 
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attitudes’ and policy recommendations. The ‘book 


is readable and clearly structured and nicely brings > 
out the problematic nature of partial deferral, both: ` 


review, a summary of international practice -re- ` 
` garding deferred taxation, an analysis of practical; 
' problems with SSAP 15, a survey of ‘current « 


at the overall conceptual and at a more detailed À 


level. 


inference that we favoured the ‘more realistic 


The literature survey is not entirely convincing, ü 
however. and tends to quote points identified in the +- 
literature as if the writers were nécessarily in ` 
support thereof. Thus the reviewer, having argued | 
at some length (with Brian Webb) that only full. ; 
deferral was consistent with the existing historical: 
cost-accruals framework, was rather startled by the. 


- 


balance sheet provision of partial deferral’. 


denote ‘smaller’, is also unfortunate, since it pre- 
supposes that the objective of the balance sheet 
figure for deferred tax should be to approximate 


the short-term liability. Those writers who have. 


advocated the “quasi-equity’ balance sheet classifi- 
cation might also be surprised, if not mystified, 
to learn that their arguments were ‘generally 
based on practical aspects of financing rather than 
being argued from first principles of definition’ 
(p. 51)! 

The analysis of practical problems: is careful 
and well-written but the rather ‘technicist’ orien- 


tation of the book is indicated by the longer term 


solution table which explicitly contrasts flow 
through and full provision on the ‘purely technical 
grounds of whether they would avoid the problems 
identified within the present regime of SSAP 15’. It 
could perhaps be argued ‘that it was ‘problem 
minimisation’, concerning those uncomfortably 
large deferred tax figures on the balance sheet, that 
got us into partial deferral in the first place. __ 
The text concludes that flow through is the 
desirable solution, if supported by notes on total 
potential deferred tax and on the reconciliation 
between the actual tax charge and the statutory 
tax charge. The suggestion that the flow through 
approach is relevant for both the cash flow and 
income statements is not, to this reviewer, entirely 
convincing, but this section of the text in particular 


is well worth reading by those with an interest in’ 


(pp. 23-24). The use of such terms as ‘realistic’, to ` 


deferred tax in parueulst or income measurement 


in general. 
University of Essex 


Tony Arnold - 
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Changing Perceptions of the Role of the 
Company Auditor, 1840-1940 ú 


Roy A. Chandler, John Richard Edwards and Malcolm Anderson* 


Abstract—One advantage of studying history is to explain present practice or at least to help E cieni 
phenomena in perspective. This paper seeks to explore two related themes which have proved problematic from the - 
earliest times of company auditing i in the UK: the nature of the auditor’s responsibility; and the public's perception . aa: 
of his role. The conventional view is that auditors were initially concerned mainly with fraud detection, and that <*>. 
it was not until the 1930s that greater emphasis was devoted to the verification of financial statements. This study yr 
suggests that statement verification was the primary audit concern in relation to public companies as early as the 

1830s, though we acknowledge that later in the century more emphasis was placed on fraud detection. We therefore 

see the current debate over the auditor's responsibility as merely the latest movement in a continuing and fluctuating 

theme. We also show that the profession has encountered great difficulty in reconciling public expectations with the - 
practicalities of auditing. General confusion over the role of the auditor has existed to such an extent that it has 

been difficult even for the profession to reach agreement on the main purpose of company auditing, and the message 


to be sent to the investing public. In these endeavours, the accounting profession was at the same time both helped 


and hindered by legal developments. 


‘The audit pendulum is now swinging back in the 
direction of an audit role which has been allowed 
to diminish in importance since the beginning of 
the twentieth century.’ (Lee, 1977, p. 98) 


Introduction 


The accountancy profession continues to grap- 
ple with the difficult task of bridging the gap 
between user expectations and audit performance. 
This suggests that the profession has failed to 
publicise successfully the purpose of the company 
audit. Possibly the intended message has become 
confused because, for example, in recent years 
audit standard-setters in both the UK and US have 
struggled to accommodate public expectations 
whilst trying to protect audit practitioners from 
extended responsibilities. 

An audit is required to attest to the accountabil- 
ity and stewardship of company management. Its 
purpose is to reduce the possibility that manage- 
ment’s stewardship statements contain inaccura- 
cies resulting from innocent mistakes and 
deliberate misstatements. The latter may take the 
form of either falsification of accounting records (a 
device used typically but not exclusively by em- 
ployees to conceal defalcations) or the manipu- 
lation of information contained in the financial 
statements themselves (most often the device used 
by management intending to deceive shareholders, 
lenders or other outside parties). 

In this paper we use the term ‘fraud detection’ to 


*The authors are members of the Business History Research 
Unit, University of Wales College of Cardiff. 
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refer to audits aimed at detecting employee fraud 
(and the commission of errors), and the phrase 
‘verification of financial statements”. (or “statement 
verification’) to refer to audits where the objectives ` 
would include detection of misstatements due to 
management manipulation. 

This paper looks at various aspects of the devel- 
opment of the company audit function 1 in the UK. 
Our aim is to show how views regarding the role 
of the UK company auditor vacillated:over the - 
period, mainly in response to external events. The 
paper begins by presenting evidence to suggest that ' 
statement verification was prominent as an audit 
objective in the early days of UK corporate audit- 
ing and demonstrates the change of emphasis 
towards fraud detection by the late nineteenth 
century. The second section of the paper attempts 
to provide some explanation for such change. The 
third section examines the relationship between 
audit objectives and the nature and scope of audit 
work. The fourth section examines and evaluates 
the attempt to reach agreement on the main objec- 
tive of the audit function, during the early decades 
of the twentieth century, which was a time when 
perceptions were shifting towards statement verifi- 
cation. The fifth section explores possible reasons 
for the noticeable change of emphasis in audit 
objectives which occurred during the 1930s. Finally 
we present a revised view of changes in audit 
objectives. 

The material used as the basis for our investi- 
gation includes relevant case and statute law, and 
the reports and minutes of evidence of government 
committees set up to inquire into the accounting 
and auditing practices relating to joint stock | 
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companies in general, and railway, banking and 
insurance companies in particular. We have 
reviewed every 'edition of the major British 
accounting and auditing texts published during the 
period 1840-1940: as well as other contemporary 
literature. We have also considered modern assess- 
ments of past’practices which are the particular 
focal point of our critique. 

At the outset°we acknowledge an important 
limitation of our analysis, namely that it is based 
on literary sources and may therefore be criticised 
for not reflecting actual practice. We would argue, 
however, that our main sources are the writings of 
Jeading practitioners’ which may be seen as an 
“indication of what was then considered to be 
current best practice. Even if this justification is not 
accepted, we still contend that the paper provides 
valuable insights into the evolution of audit philos- 
ophy and practice. 


Changes in: the objectives of the UK audit 


Several writers (e.g., Brown, 1962; Flint, 1971; 
Lee, 1979) have commented on the change in audit 
objectives over the last 150 years. According to 
-these writers the primary objective of the audit was 
initially the detection of fraud and error but by the 
middie of the twentieth century it had developed 
into the verification of financial statements. How- 
ever, evidence exists which suggests that, at least in 
certain sectors of the economy, the need to provide 
shareholders with information suitable for invest- 
ment decision purposes was appreciated in the 
second quarter of the nineteenth century. 

It was at this time that the nature and purpose 


lA number of the early writers were leaders of the accoun- 
tancy profession who may be regarded as having assumed the 
responsibility for influencing the development of accounting 
theory and practice. John G. Griffiths was a partner in Deloitte, 
Dever, Griffiths and Co. and a council member of the ICAEW 
at the date of its formation in 1880. Frederick Whinney was 
president of the ICAEW, 1884-8, and senior partner of Whin- 
ney, Smith & Whinney for many years. Edwin Waterhouse was 
president 1892-4 and head of the firm Price, Waterhouse & Co. 
from’ 1887. Francis William Pixley first entered practice in 1878, 
authored the first text on auditing, Auditors: Their Duties and 
Responsibilities (1881), and was president of the ICAEW, 
1903—4. Lawrence R. Dicksee was a prolific writer, the author 
of the leading textbook, Auditing, the first professor of account- 
ing ata British University (1902) and, allegedly, a leader writer 
for The Accountant. John Sutherland Harmood-Banner, later 
knighted, was a senior partner in the firm bearing his name and 
president of the ICAEW in 1904-5. Later writers included 
Arthur Lowes Dickinson, also knighted, who was a partner in 
Price, Waterhouse & Co. and a member of the ICAEW's 
council, 1914-28. F. R. M. de Paula was professor of account- 
ing at the LSE, 1926-9, the first non-practising council member 
of the ICAEW, from 1943, and the chairman of its Taxation 
and Financial Relations Committee, 1943-5. Another to receive 
a knighthood, Arthur E. Cutforth, was a partner in Deloitte, 
Plender, Griffiths & Co. and president of the ICAEW, 1934-6. 
Further information on the above may be found in Kitchen and 
Parker (1980) and Jeremy (1984-6). 
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of the external audit first arrived centre stage 
following growing concern regarding the corporate 
accountability of banking, railway and insurance 
companies. We may presume that the main reasons 
were that such companies were generally much 
larger and possessed a much more widely dispersed 
shareholder group than the majority of industrial 
and manufacturing companies. Shareholders in 
banking, railway and insurance companies tended 
to view themselves not so much as owners but as 
investors looking for the best return. Information 
needs were therefore more likely to be met by the 
production of reports on financial performance 
rather than reports concentrating on the honesty of 
management. 


Verification of Financial Statements—An Early 
Emphasis 

The possibility of accounts being used as a 
means of deception featured prominently in the 
deliberations of the select committee appointed, 
under the chairmanship of Gladstone, to inquire 
into the laws relating to joint stock companies. 
Under the heading “The Modes of Deception 
Adopted’, the report (BPP, 1844, p. ix) draws 
attention to: 


. the making up of fraudulent accounts, so 
as to deceive the Directors and the Sharehold- 
ers, which has been facilitated sometimes by 
the accounts not being audited, or by the 
Accountant being a near kinsman of the Man- 
aging Director, the only party taking an active 
part in the concern: 

. declaring dividends out of capital, on false 
representations of profits realized. 


The importance of reliable financial statements had 
already received attention from the Secret Com- 
mittee on Joint Stock Banks (BPP, 1837). J. W. 
Gilbart, general manager of the London and West- 
minster Bank, was asked: 


... lf it were a condition of the establishment 
of those [joint stock] banks that they should 
from the very commencement publish ac- 
counts of that [detailed] kind, those accounts 
would of necessity at first be true and fair, and 
therefore if they deviated into a less favour- 
able state of assets, it would gradually lessen 
the public confidence?—Yes; if the public saw 
statements of accounts less satisfactory, there 
would be less confidence; that is, presuming 
they could depend on the fidelity of the return. 
(minute 2177) 


Twelve years later the affairs of railway companies 
came under government scrutiny through the 
Monteagle Committee in 1849 (BPP, 1849). 
Witnesses invited to comment on the utility of the 
annual audit focussed almost exclusively on the 
contribution which it could make towards 
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improving the quality of published financial infor- 
mation, with fraud detection or prevention as a 
specific audit objective hardly rating a mention. 
According to W. F. Spackman, who described his 
profession as ‘an agency for the transaction of 
railway business’ (minute 1204), a main object of 
the audit was ‘the striking of a true balance, out of 
which the dividend is to be declared’ (minute 1256). 

Spackman believed that a railway audit usually 
lacked depth and few auditors ‘considered it within 
their duty to investigate anything beyond the mere 
figures which the directors put before them’ 
(minute 1259). On the question of the extent of 
audit work, the committee enquired: ‘do you con- 
sider that any audit can be satisfactory which 
merely consisted of a comparison of the entry with 
the voucher, without ascertaining whether the 
transaction was in itself bona fide and legitimate, 
and fairly chargeable to the expenditure, or justly 
representing the receipts of the company?’ Spack- 
man’s answer was: ‘certainly not; and it is for that 
reason that I observed just now that the audit 
should be upon certain fixed principles’. (minute 
1260) 

Responding to these views, and others, the com- 
mittee reported that ‘the duties of the Public 
Auditor should be strictly defined, and limited to 
an examination into the truth and accuracy of the 
Accounts, and the financial condition of the Com- 
pany’ (BPP, 1849, p. xv). The report then elabo- 
rated on the matters which the audit should cover: 
‘it is to the Accounts, and the Accounts only, to 
their verification, to the comparison of the entries 
with the vouchers, and to the investigation of the 
authorities under which payments are made, and 
their legality, that the duties of the Auditor must 
be exclusively directed’ (ibid). 

Turning to the presentation of information in 
published accounts, the auditors’ responsibility 
was seen as one of ensuring that there was a strict 
separation between capital and revenue and that 
profit was correctly stated. G. E. Gray, deputy 
accountant of the Bank of England, is quoted with 
evident approval: 


If a party, independent of the company, were 
to audit the accounts and go into them rigidly, 
they could easily ascertain whether the profits 
were made up by taking from the capital or 
from the income. If made up from the capital, 
it would then be an objectionable mode of 
making profits. I do not think that Company’s 
accounts, if properly investigated, could cover 
a transaction of that kind without its being 
apparent. (minute 2188) 


In 1853, W. T. Thomson, a manager of the Stan- 
dard Life Assurance Company and of the Colonial 
Life Assurance Company, gave evidence before the 
Select Committee on Assurance Associations 
(BPP, 1852/3). He was asked: ‘Then you would 
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propose that the officer you have just referred to, 
the auditor, should make a report annually to the 
shareholders, and that he should also be respon- 
sible for the accuracy of the annual account, as 
furnished to the public officer to whom you have 
referred?’; he answered, ‘That he should sign it, 
and verify it’ (minute 984). However, no direct 
reference to auditors’ duties or powers found its ` 
way into the Committee’s report to Parliament. 

The emphasis on statement verification was 
probably confined to banking, railway and in- 
surance during the second and third quarter of the 
nineteenth century, Le. sectors of the economy 
where large (usually quoted) companies predomi; I 
nated. For the generality of companies, which 
remained relatively small, it was the auditor’s fraud 
detection role. which remained predominant. This 
emphasis is consistent with the common require-. 
ment for the auditor to be a shareholder of the 
company. Who better to check on the-integrity of 
management than one of the owners? And 
although the existence only of a share qualification 
may be interpreted as evidence that the audit was 
seen as a fairly routine task, contemporary legis- 
lation applying to statutory and registered compa- 
nies did empower shareholder auditors to employ 
a professional accountant to assist them.’ This 
suggests that the need for specialist knowledge and 
skills, in certain circumstances, was recognised, : 
and there are numerous instances of professional 
accountants being so employed, an early example ` 
being the engagement of William Welch Deloitte 
by the shareholder auditors of The Great Western 
Railway in 1849 (Kettle, 1957, p. 17). 


By the turn of the century, shareholdings in a | 


broader range of joint stock companies had become 
much more widely dispersed. We might therefore 
expect that the information needs of shareholders in 
iron, steel and coal companies, for example, began ` 
to evolve in the same direction as those of share- 
holders in railway, insurance and banking compa- 
nies before them. They too would have required a - 
different service from their auditors, and it is there- 
fore not surprising to find that companies listed on 
the London and provincial Stock Exchanges en- 
gaged professional auditors by this time. However, 
we will see that the contemporary literature is not 
consistent with this hypothesis. 


Fraud and Error Detection 

The accounting literature, in the form of text- 
books and The Accountant (first published in 
1874), developed in the late nineteenth century 
concurrently with the establishment of professional 
accounting bodies covering England and Wales. 
The literature both met the needs of students for 
material to help prepare them for their professional 


Companies Clauses Consolidation Act 1845, s. 108; the Joint 
Stock Companies Act 1856, Table B, Article 83. 


446 


examinations and provided a forum for prac- 
titioners to debate topical issues. 

F. W. Pixley (1881, p. 92), in the earliest UK 
auditing textbook, practically equates the audit 
objective of verification of financial statements 
with the objective of error detection: 


. ‘An Audit to be effectual, that is, to enable the 
Auditor to certify as to the accuracy of the 
Accounts presented, may for practical pur- 
poses be divided into three parts, namely, to 
guard against (1) Errors of Omission; (2) 
Errors of Commission; and (3) Errors of 
Principle. 

L. R. Dicksee (1892, p. 6), author of the other 

leading auditing textbook of this time, is equally 

specific on the role of the auditor, but sees him as 
fulfilling a wider role: 


The object of an audit may be said to be 
three-fold: 

(1) THE DETECTION OF FRAUD. 

(2) THE DETECTION OF TECHNICAL 
ERRORS. 

(3) THE DETECTION OF ERRORS OF 
PRINCIPLE. | 

... The detection of fraud is a most important 
portion of the Auditor's duties, and there will 
be no disputing the contention that the Audi- 
tor who is able to detect fraud is—other things 
being equal—a better man that the Auditor 
who cannot. 


Flint (1971) uses these two texts to support an 
hypothesis that responsibility for fraud detection 
developed from responsibility for error detection. 
However, Dicksee himself saw the two roles as 
complementary since a fraud was likely to be 
accompanied (or concealed) by an error (Dicksee, 
1892, p. 6). Authors of later textbooks, for 
example, de Paula (1914, p. 3) and Spicer and 
Pegler (1911, pp. 4-5), share Dicksee’s view regard- 
ing the audit objective. | 


Some reasons for the emphasis on fraud 
detection 


There are probably several reasons why the late 
19th century accounting literature emphasised 
fraud detection. Dicksee believed that auditors 
could better promote their services if they empha- 
sised their fraud detection capabilities:? ‘Auditors 
should, therefore, assiduously cultivate this branch 
of their functions—doubtless the opportunity will 
not, for long, be wanting—as it is undoubtedly a 


3Dicksee’s views were certainly a reflection of his personal 
experience. For example, Kitchen and Parker (1980, p. 55) 
report that in 1890 the discovery of a fraud at a Building Society 
in Cardiff, where Dicksee was living, ‘made a deep impression 
on him’. 


ACCOUNTING AND BUSINESS RESEARCH 


branch that their clients will most generally ap- 
preciate’ (1892, pp. 6-7). He ever: goes so far as to 
Say: 


Where the Auditor expects irregularities that 
he is unable to detect, he megy frequently gain 
his point by feigning laxity in his method of 
vouching; this will often serve to induce the 
carelessness on the part of the defaulter that 
is necessary for his detection and exposure. 
The author, who has had a remarkable experi- 
ence of frauds of all kinds, has found this 
method work admirably; it is, however, 
necessary that it be practised with discretion. 
(1892, p. 20) 


Lee (1986, p. 22) attributes the origin of the 
corporate auditor’s fraud detection role to In re 
Royal British Bank, Nicol’s Case (1859, 3 DeG & J, 
387). This case did not directly concern auditors or 
their responsibilities but revolved around an at- 
tempt by a holder of partly paid shares in a failed 
bank to absolve himself from his portion of the 
liability to meet the unsettled cla ms of the bank’s 
creditors. One of the investor’s defences was that 
he had been induced to invest in the bank by 
fraudulent representations contained in the bank’s 
balance sheet and that therefore the transaction 
was void. The court’s decision was that the share- 
holder should be included in the list of contribu- 
tors. According to Lord Justice Turner (at 441) the 
fact that ‘the false and fraudulent representations 
were discoverable’ [emphasis added] by the audi- 
tors as representatives of the shareholders, implied 
knowledge of the misrepresentations on the part of 
latter group notwithstanding the fact that they, the 
shareholders, had no actual knowledge of the 
misrepresentations. 

A later case involving similar c-rcumstances was 
Spackman v. Evans (1868, 3 L. R. 171), where Lord 
Chelmsford specifically referred tc the aspect of the 
Nicol’s decision relating to auditers: ‘it can hardly 
be said that acquiescence. by a dispersed body of 
shareholders in the illegal acts of the directors can 
be presumed [from the auditor’s possible knowl- 
edge of such acts]’ (at 234); and later: ‘I cannot help 
expressing a doubt whether he [Lord Justice 
Turner] was correct in holding that in the exercise 
of their [the auditors’] duty they would necessarily 
have discovered the fraudulent representations of 
the directors’ (at 236). It does nct therefore seem 
that these cases could be interpreted as having 
helped the auditing profession to define its role, but 
they were cited by at least one contemporary writer 
(Cooper, 1886, p. 644). 

Legal clarification has proved ehusive. More than 
thirty years after Nicol’s case it was claimed in 
defence of an auditor that: ‘It has never yet been 
decided what is the exact character, nature, and 
extent of the duties of an auditor’ (Tn re London and 
General Bank (no. 2), 1895 2 CE., at 677). Some 
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would argue that the same could still be said of the 
company auditor’s position. 

The apparent obsession with fraud detection, on 
the part of leading professional accountants, may 
have been in response to the high level of corporate 
bankruptcy experienced during the 1860s and 
1870s. Todd (1932) and Shannon (1933) give de- 
tails of the mortality rate among limited liability 
companies during the nineteenth century, and each 
identifies fraud as a major factor in the demise of 
many. At this time accountants were heavily in- 
volved in insolvency and bankruptcy work. For 
many of them it was their main activity, for 
example insolvencies accounted for 85.8% of 
Whinney, Smith and Whinney fees in 1860 and for 
93.6% in 1870 (Jones, 1981, p. 47). In performing 
this role, accountancy firms would have gained first 
hand experience of the causes and effects of poor 
or fraudulent management, and it is possible that 
such experience coloured their attitude towards 
other aspects of their work. 

Late nineteenth century accountants were also 
starting to supply a further service mainly directed 
at fraud detection: namely, the ‘continuous’ audit 
which required the accountant to make frequent 
visits to a client’s premises to impose a check on its 
book-keeping staff. In this role the professional 
accountant was fulfilling the function later as- 
sumed by the internal auditor. It might therefore 
be argued that the provision of both internal and 
external audit services helped to confuse percep- 
tions of the objective of the external audit. 


Early Concern Regarding the Expectations Gap 

The views expressed by Pixley, Dicksee and 
others concerning the auditor’s primary role were 
not shared by all their contemporaries, but the 
former group’s views later became more en- 
trenched possibly because of the wider circulation 
of their publications. Less well known writers were 
worried that undue emphasis on fraud detection 
was leading clients and the investing public to place 
unjustified faith in the powers of the audit. In what 
appears to be an early reference to the expectations 
gap, J. G. Griffiths (1885, p. 9) apportions blame 
to both the profession’s detractors and its mem- 
bers: 


It appears to me to be the rooted opinion of 
an unenlightened public and of the ignorant 
portion of the press that an auditor must have 
failed in his duty if a fraud has been effected, 
whether it is eventually discovered or not. ... 
The result of this ignorance has been that in 
cases where such frauds have been discovered, 
an immediate outcry is raised for the dismissal 
of the auditor. .... Now, while all this unrea- 
soning outcry is most cruel and unjust, it 
would be well to consider whether and to what 
extent we are responsible for the ignorance 
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that certainly exists as to our powers of con- 
trol, and our ability to prevent and detect 
fraud by the process of audit we perform. 


Griffiths also believed that those more closely 
involved in business affairs held unreasonable ex- 
pectations regarding the capability of the audit: 


In my experience I have found men of ordi- 
nary business ability holding the most ridicu- 
lous opinions as to the power of a professional, 
accountant to detect fraud or error; not hav- 
ing the smallest notion of the nature of the. ` 
work the auditor undertakes, but carrying on ` 
their business with the grossest laxity and 
without the least personal ‘or other effective: 
control, relying on the auditor... and expect- 

ing, that no matter how reckless may be the 

management and supervision of the business, 

the fee paid to the auditor is to be regarded as 

in the nature of an insurance premium, and is 

to hold them harmless and free from loss. The 

auditor, by some magic or by some other 

means (they do not know or care how) is to 

prevent any evil result occurring to them in 

consequence of their own or their subordi- 

nate’s irregularities, and should any loss occur 

the auditor is to be blamed, and if poem 
made to pay. (ibid) 


In a similar vein, Frederick Whinney (1891, p. 842) 
relates a story which shows that these misconcep- 
tions were shared by the President of the Board of 
Trade, who also held greater expectations of the 
potential of the audit than Whinney believed was 
warranted. 

It was not only the leaders of the profession who . 
expressed concern about unrealistic expectations 
around the turn of the century. In 1897 B. S. 
Harvey, a member of the Chartered Accountants 
Students' Society of London, wrote a prize- 
winning essay (in a competition judged by Edwin 
Waterhouse and Griffiths) entitled “The Limits 
Which a Chartered Accountant Should Place on 
his Duties and Responsibilities as an Auditor’. 
Harvey warned: 


It is a mistake to imagine that a system. of 
audit ensures absolutely the non-occurrence 
of a fraud, and the sooner the profession allow 
the public to understand this, the better will it 
be for them; but, unfortunately, the tendency 
of auditors is to give countenance to, rather 
than deny, their infallibility, and they rest in 
ease because they know that the accounts of 
the majority of companies and firms are bona 
fide, and such belief is not likely, therefore, to 
be disturbed. (reproduced in Chatfield, 1978, 
p. 104) 


Several years into the twentieth century, however, 
the message appears not to have penetrated public 
or management perceptions of the audit: 


In the minds of the public at large, and of the 
majority of clients, the discovery of fraud is so 
far the principal function of the Auditor as to 
overshadow his other duties entirely, and 
there can be no question that it is of primary 
importance. (Spicer and Pegler, 1911, p. 5) 


One reason for the continuing expectations on the 
part of the users of the audit service may have been 
the emphasis which the profession, in general, and 
- the writers of widely read textbooks, in particular, 
continued to place on fraud and error detection. 


“Audit objectives and the scope of the audit 


Audit objectives to a certain extent both deter- 
mine and reflect the nature of the audit function. 
It is therefore insightful to examine contemporary 
views concerning the appropriate scope of the 
company audit. 

The extent of the auditor’s responsibility for 
checking the information presented to him is com- 
mented on, at length, by William Quilter, a partner 
in the ‘most extensive’ practice in England, in 
evidence to the Monteagle Committee in 1849 
(BPP, 1849, minute 2215): ‘I should not only look 
at the vouchers, but I should weigh the probability 
‘of the transaction itself; that is to say, if it were an 
invoice, I should consider whether the thing was 
charged at a proper price’ (minute 2218). Also it 
was held to be the auditor’s responsibility to check 
not only whether a payment was duly authorised 
‘but whether it ought to have been made’ (minute 
2219); and that if audit was ‘merely a dry arith- 
metical duty’ it ‘would be of no value whatsoever; 
it would be rather a disadvantage than otherwise, 
because there would appear to have been an audit, 
when, in fact, there was none’ (minute 2220). 

Support for Quilter’s view can be found in the 
evidence presented to the Select Committee on 
Assurance Associations, 1853, by G. Taylor, As- 
sistant Registrar of Joint Stock Companies: 


... Supposing an auditor went into the parlour 
of a bank, and had the books shown to him 
in which he might turn to any page he pleased, 
and that he found the balance correctly car- 
ried out, and that arithmetically the whole 
thing was right, and that the auditor did his 
duty as conscientiously as a man could do it, 

` still do you think that the result of that audit 
could in all cases be relied upon?—There may 
be cases in which it would not be relied upon; 
but I doubt whether the auditor could be 
considered to have performed his duty by 
merely ascertaining that the accounts were 
arithmetically correct. I should think, that if 
there were anything fallacious in the mode of 
statement, it would be his duty to detect that. 
(BPP, 1852/53, minute 330) 
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We can infer from these comments that the need 
for a thorough audit was recognised in some 
influential quarters. 


Going Beyond the Books 

The duties of auditors may be deemed to have 
been subsequently misdirected by the introduction 
of a statutory requirement for a bank’s auditors to 
report on whether the balance sheet exhibited a 
true and correct view ‘as shown by the books’ 
(Companies Act 1879, s. 7(6)). The new phrase 
may be seen as a substantial curtailment of the 
previously unqualified requirement for the auditor 
to state an opinion on the view given by the 
accounts. There are indications that this change 
was interpreted as an endorsement of what became 
known as the ‘mechanical’ audit, and was the 
subject of strong criticism on the grounds that it 
placed an unwelcome limitation on the auditors’ 
responsibilities (see for example, editorials in The 
Accountant, April 26, 1879, p. 2, and May 17, 1879, 
pp. 3-5). The narrow view of the auditor’s duties 
also attracted critical comment from the leading 
contemporary authors: 


... It is exceedingly difficult for an auditor to 
ascertain H an entry that ought to have been 
made in the books has been kept out. Many 
persons would contend that this is no part of 
an auditor’s duty, which is simply confined to 
ascertaining that the accounts as presented .°. 
agree with the books of account, but this is 
taking a very low view of the auditors’ duties, 
and which I am bound to say, would meet 
with no favour from respectable practitioners. 
(Pixley, 1887, p. 677) 


Dicksee described the new phrase as ‘decidedly 
unmanly, somewhat dishonest, and exceedingly 
childish’ (1892, p. 151). (See also Whinney, 1891, 
p. 841, and Harmood-Banner, 1894, p. 940.) 

An indication that the restricted view of audi- 
tors’ responsibilities was damaging to the image of 
the profession and the value attaching to the audit 
function, can be found in the comments of Lord 
Coleridge (at 673) in Arnold v. Armitage (1885, 1 
TLR 670): 


The public has been warned time after time 
that the signature of the most respectable 
auditors could mean nothing, as they could 
only make out the balance sheets from the 
information, correct or otherwise, given to 
them. 


The legal requirement for auditors to do more 
than check the correspondence of the balance sheet 
with the books was established in Leeds Estate, 
Building and Investment Co. v. Shepherd (1887, 
36 Ch. D. 787) which gave judicial endorsement to 
the view of the leading writers and practitioners. In 
this case it was claimed that dividends had been 
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paid in contravention of the articles of associatton, 
the action being brought by the company’s liquida- 
tor against its directors, secretary and auditor. 
This, it was alleged by the defendant’s representa- 
tive, was ‘the first time that an auditor has ever 
been made a Defendant to an action of this 
character’. The auditor was a bank clerk who, 
though he knew of the existence of the company’s 
articles of association, had never actually seen 
them. His ignorance of the articles was evident 
from the style of his audit report which he had 
framed to the effect that the accounts were ‘a true 
copy of those shown in the books of the company’, 
whereas the company’s articles {Article 101, repro- 
duced at 790) prescribed the auditor’s reporting 
duties in a similar style to Table A of the 1862 
Companies Act: 


The auditors shall make a report to the mem- 
bers on the balance-sheet and accounts, and in 
every such report they shall state whether in 
their opinion the balance-sheet is a full and 
fair balance-sheet containing the particulars 
required by these regulations, and properly 
drawn up so as to exhibit a true and correct 
view as to the state of the company’s affairs, 
and, in case they have called for explanation 
or information from the directors, whether 
such explanation or information has been 
given by the directors, and whether it has been 
satisfactory ... 


The auditor’s defence was that his duty: 


. was to see that the balance sheet rep- 
resented, and was a true result of what ap- 
peared in the books of the company; and his 
certificate goes no further than that. ... [The 
auditor] cannot go behind the books of the 
company. The inconvenience of requiring 
more from an auditor is obvious. (at 796) 


In holding that the auditor was in breach of his 
duty to the company, Sterling, J. stated that it was: 


.. the duty of the auditor not to confine 
himself merely to the task of verifying the 
arithmetical accuracy of the balance sheet, but 
to enquire into its substantial accuracy, and to 
ascertain that it contained the particulars 
specified in the articles of association ... and 
was properly drawn up so as to contain a true 
and correct representation of the state of the 
company’s affairs. (at 802) 


In re London and General Bank (no. 2) (1895, 
2 Ch. 677), a bank was formed for the purpose of 
making loans to and otherwise assisting certain 
companies which, as a result, became financially 
inter-dependent with each other and with the bank. 
The auditors, appointed in 1882, appear to have 
performed their duties conscientiously and, in 
1891, informed the directors of their concern re- 
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garding the state of the bank’s loan portfolio and 
the recoverability of its debts, especially since no 
allowance had been made for possible default on’ 
the advances made to related companies. The 
auditors’ report to the shareholders, in contrast to 
earlier years when they prepared Table A-style 
reports, merely stated the following: 


We have examined the above balance sheet 
and compared it with the books of the com- 
pany; and we certify that it is a correct 
summary of the accounts therein recorded. 
The value of the assets as shown on the 
balance sheet is dependent on realization. 


The apparent attempt to restrict responsibility to ai p 
comparison of the balance sheet with the books 
proved unsuccessful. Lindley, L. J.: 


. [an auditor’s] business is to ascertain and 
state the true financial position of the com- 
pany at the time of the audit and his duty is 
confined to that. But then comes the question: 
How is he to ascertain such position? The 
answer is: By examining the books of the 
company. But he does not discharge his duty 
by doing this without enquiry, and without 
taking any trouble to see that the books of the 
company themselves show the company’s true 
position. He must take reasonable care to 
ascertain that they do. Unless he does this, his, 
duty will be worse than a farce. (at 682-3). . 


More specifically, Rigby, L. J. stated (at 692): 


Under the statute the members of the com- 
pany are entitled to have the safeguard of an 
expression of an opinion of the auditors to the 
effect, first, that the balance sheet is a full and 
fair balance sheet, and, secondly, that it, the 
balance sheet, is properly drawn up so as to 
exhibit a true and correct view of the state of 
the company’s affairs. The words ‘as shown by 

' the books of the company’ seem to me to be 

introduced to relieve the auditors from any 
responsibility as to affairs of the company 
kept out of the books and concealed from 
them, but not to confine it to a mere statement 
of the correspondence of the balance sheet 
with the entries in the books. A full and fair 
balance-sheet must be such a balance-sheet as 
to convey a truthful statement as to the com- 
pany’s position. 

The London and General Bank case confirmed 
the principle established in the Leeds case and 
proved to be a landmark in the development of the 
auditor’s responsibilities. It established the prin- 
ciple that auditors had to undertake an examin- 
ation of a company’s books and records sufficient 
to enable them to form a reasonable opinion as to 
whether the view given in the balance sheet corre- 
sponded with the underlying economic reality. 
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We have seen that this type of audit had been 
advocated by leading practitioners for some time. 
Moreover, it was already established, in certain 
quarters, that auditors should go beyond the com- 
pany’s own records in the search for audit evi- 
- dence. Curiously, however, despite the uncertainty 
caused by the phrase ‘as shown by the books’, the 
legislature nevertheless considered it appropriate 
to extend this wording to the generality of compa- 
nies by Section 23 of the Companies Act 1900. 


Reliance on Internal Control and Sampling 

A separate question was the extent to which the 
auditor was entitled to rely on internal control and 
sampling methods. This matter was raised by a 
member of the Monteagle Committee, 1849, when 
interviewing William Quilter: “Generally speaking, 
in large concerns, is there not some internal check 
established by the firm as a check upon its own 
transactions?. Quilter confirmed that: ‘There 
ought to be’ (BPP, 1849, minute 2223) but was 
unwilling to allow the extent of his audit work to 
be determined by the strength or otherwise of the 
controls. Nor would he appear to countenance the 
notion of sampling. When asked: ‘You would 
require a justification for every entry, debtor and 
creditor [i.e. debit and credit]?’, he answered ‘I 
should’ (minute 2225). 

Pixley’s (1881, p. 154) description of auditing 
procedures also implied 100% vouching of trans- 
actions: ‘A thorough and efficient Audit should 
embrace an examination of all the transactions of 
a Company, and an auditor acting on this principle 
would ascertain that all had been duly entered and 
discharged’. In the case of a company with 
branches either at home or overseas—circum- 
stances where Pixley (1881, p. 156) admits it would 
be ‘impossible to make such a thorough investi- 
gation of its affairs as it is his duty to do when all 
the records are kept in one office’—reliance on 
certificated returns from branches is deemed to 
constitute a limitation on the scope of the audit 
which should be reported to shareholders. Further: 
‘It is then, of course, at the discretion of the 
shareholders whether they shall be content with 
this partial audit, or whether they shall instruct 
their Auditor to visit some or all of the Branches 
for the purpose of verifying the correctness of the 
returns’ (ibid). 

Griffiths (1885, p. 10), in recognition of the 
practical difficulties of auditing banks, implies that 
reliance on both sampling and internal control was 
accepted: l 


I have actually seen it stated that the auditor 
should count all the cash, critically examine all 
the bills in hand, examine and check all the 
securities ... carefully and completely audit 
the transactions of the whole year, and should 
not attach their certificate to the accounts 
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until this colossal work has been fully com- 
pleted. ... I need hardly tell you that ... in 
large institutions where the work is distributed 
between a great number of employees, it is the 
province of the auditor to satisfy himself that 
the checks in existence controlling the oper- 
ations of each department ... are in the 
highest state of efficiency. 


Only a few years after his textbook was pub- 
lished, Pixley (1887, p. 678) also appears less 
convinced of the need for a thorough audit: ‘it is 
not the practice for auditors of a public company 
to call over the postings, their correctness are 
usually taken for granted’, though he warns ‘but 
the auditor must be entirely guided by his experi- 
ence as to what he may take for granted, in fact 
anything he does take for granted is at his own 
peril.” More specifically, where the auditor’s suspi- 
cions are aroused: 


It would be no answer fer an auditor to a 
body of shareholders to say he had not 
thought it necessary to check any item in 
particular, the shareholders would have a 
perfect right to reply, “It is your duty to check 
everything.’ ... he should, at any rate, take 
some test cases, if he does not check the books 
through. ... (Pixley, 1887, p. 687) 


It is interesting to note that the leader writer of The 
Accountant strongly objected to Pixley’s approach 
describing his comments on the calling over of 
postings as ‘monstrous’ (The Accountant, Decem- 
ber, 17, 1887, p. 694). 

Dicksee (1892, p. 7) believed that the extent of 
the audit work should depend upon the circum- 
stances of each case, and he noted ‘a great diversity 
of opinion’ among professional accountants: ‘some 
claiming that an auditor’s duty is confined to a 
comparison of the Balance Sheet with the books, 
while others assert that it is the Auditor’s duty to 
trace every transaction back to its source. Between 
these two extremes every shade of opinion may be 
found; and, among others, the opinion of most 
practical men’. The respective roles of the auditor 
and the internal contro! system, in combating 
fraud, is explained as follows: 


It is in the highest degree necessary that the 
Auditor, before commencing his investigation, 
should thoroughly acquaint himself with the 
general system upon which the books have 
been kept. ... Having thoroughly made him- 
self a master of the system, the Auditor should 
look for its weakest points. ‘Where is fraud 
most likely to creep in?’ he should ask himself; 
and, if he can find a loop-hole, let him be 
doubly vigilant there; but never let him for a 
moment suppose that, because he sees no 
opportunity for fraud, none can exist. To 
the intelligent Auditor who has grasped his 
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system thoroughly, it is generally practicable 
to dispense with some portion of the mechan- 
ical means of checking. (Dicksee, 1892, p. 8) 


The operation of this process, combined with 
test-checking (or sampling), is illustrated in various 
‘sections of Dicksee’s textbook. The payment of 
wages was naturally a particularly vulnerable area: 


Circumstantial evidence is thus the best avail- 
able for the Auditor, and this will consist in a 
good system of payment, which renders fraud 
improbable by reason of the number of per- 
sons concerned in the preparation of the pay 
sheet and the subsequent payment. ... The 
_ Auditor should always enquire the particular 
system adopted, and should ascertain that it is 
really carried out; sometimes it might be well 
for him to unexpectedly put in an appearance 
when the wages were being paid. The Wages 
Book should always be added, and a week or 
two’s wages should be taken at random, and 
checked up and down. (Dicksee, 1892, p. 19) 


Evidence to suggest that reliance on internal con- 
trol (or internal check) was an important audit 
consideration can also be found in the Preface to 
the first edition of Spicer and Pegler’s Audit Pro- 
grammes: 


It will be observed that the suggestion that the 
auditor should ascertain the system of internal 
check in operation has been repeatedly made. 
... The practical importance to the Auditor of 
an exact knowledge of any system in oper- 
ation is unquestionable, as in all large audits 
the work to be done by the Auditor will be in 
direct relation to the system of internal check 
employed. (1908, p. 4) 


In later editions (e.g. Spicer and Pegler, 1923) most 
of the standard audit programmes include some 
notion of test checking and the ascertainment of 
the system of internal check. The link between 
sampling and internal control is also stressed by 
Pixley (1922, p. 444) and a young A. E. Cutforth 
(1914, p. 2): 


... an auditor is not necessarily expected to 
verify every transaction—indeed, in the vast 
majority of cases, such a procedure would be 
a practical impossibility; and he is entitled to 
rely on the system of internal check in force in 
a business, the object of which is to reduce to 
a minimum the possibility of fraud or of errors 
in the accounts. 


It would appear that, although auditors were 
beginning to adopt more efficient audit pro- 
grammes (through a systems-based approach and 
the use of sampling techniques), this was in re- 
sponse to practical and financial constraints rather 
than as a result of a change in audit objectives.“ 
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Statement verification v. fraud detection: 
responsibilities re-examined | 

The close links between the UK and US 
accounting professions, at this time, might.be 
suggestive of a correspondence between audit 
objectives. However, the emergent American 
accounting profession had already developed 
a quite different view of its responsibilities: a 
dichotomy which we will examine in order to 
shed light on the principal concerns of this 
paper. . 

Arthur Lowes Dickinson, a British accountant 
who spent much of his working life in the North. 
American office of Price Waterhouse, provides a; 
foretaste of a divergence of opinion between UK ` 
and US accountants which was later to become 
more marked. In an address before an American 
audience (reprinted in The Accountant in 1902), 
Dickinson states that: 


the most important feature of the independent 
audit of the accounts of a corporation, large 
or small, is the verification of the assets and 
liabilities in the Balance Sheet,- the determi- 
nation of proper and adequate rates of depre- 
ciation, and of proper reserves for bad and 
doubtful debts. (1902, p. 747) 


On the subject of fraud detection, Dickinson 
(p. 748) remarks: 


Accountants are often asked whether their 
periodical examination of the books of a 
concern will be an absolute safeguard against 
fraud. It is as well to make clear at once that 
it will not. If there is a bad system, frauds are . 
comparatively easy, and, even with a good 
system, the collusion of two or more people 
may render it possible ...° 


After the turn of the century more UK accoun- 
tants begin to emphasise statement verification as 


‘It would appear that even those auditors who might have 
chosen to disregard the literature advocating a-more efficient 
auditing approach were eventually forced by external con- 
ditions to adopt modern methods. ‘During the 1939-45 war, 
owing to shortage of staff, auditors in this country found it 
impossible to carry out the whole of the detailed checking that 
their pre-war audit programmes provided for. ... Many ac- 
countants are of the opinion that in the past, in this country, 
far too great a proportion of the time, spent upon many audits, 
was devoted to detailed checking’ (de Paula, 1951, p. 8). And: 
‘There is little doubt that these demands [on manpower during 
World War II] resulted in some relaxation of standards of 
auditing work, but in so far as this merely eliminated repetitive 
checks and led to a greater reliance on proper sampling and to 
emphasis on the importance of adequate internal control, the 
changes may well have been beneficial’ (ICAS, 1954, p. 72). 

‘Nevertheless, in an apparent attempt to promote the sale of 
the accountant’s services, Dickinson indicates that more fre- 
quent audit visits would reduce the scope for fraud, if only 
businessmen were prepared to pay higher fees (1902, pp. 747-8). 
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the primary audit objective. The lack of agreement 
amongst UK practitioners concerning the main 
purpose of the audit and the required means 
of achieving it, caused Ernest Crewdson (1902) 
to. call for the Codification of an Audit, i.e. 
the introduction of what today are described 
as auditing standards. In recalling earlier, unsuc- 
cessful, attempts made by the leaders of the 
profession to achieve standardisation, Crewdson 
bemoans the missed opportunity to influence 
the limit of the auditors’ legal liabilities. He 
also points to the divergence of views, between 
the courts and legislature and the profession itself, 
regarding the duties of auditors. Using the work of 
Dicksee as a reference point, Crewdson concludes: 
‘That the auditor should search for fraud and error 
is eminently desirable, but it is no part of his duties 
qua auditor; he should ... be separately engaged 
for this purpose’ (1902, p. 217). Distinguishing 
between the duties of an auditor and an accoun- 
tant, Crewdson (1902, p. 218) says: 


The duty of an auditor ... not being primarily 

` to discover fraud and defalcation, but to 
ascertain the correctness of the accounts as 
they stand; in fact, to certify that they present 
a proper picture of the business in its then 
present condition. 

If defalcations have occurred, and have 
been hidden in such a way that an audit of this 
kind discloses them, well and good; but if the 
defalcations have been so covered up that the 
audit does not disclose them, the auditor, as 
such, has still discharged his duty although 
they may be undiscovered. 

Such is the fact, and such also is the law, but 
it is quite contrary to the popular supposition, 
and woe betide the auditor who tried to 
defend such a case in Court. If, however, a 
distinct code existed, and this had been fully 
complied with, the case would then be com- 
paratively clear. 


These ideas received support from neither Dicksee 
(1902) nor The Accountant’s leader writer (The 
Accountant, March 14, 1902) when addressing 
similar issues around this time, though neither 
commented specifically on Crewdson’s remarks 
regarding the fraud detection role. 

It may today appear strange that the pro- 
fessional bodies were unwilling to provide guid- 
ance for practitioners. Possible reasons include: the 
conviction that the auditor’s judgement should not 
be supplanted ‘by ‘rules’; an inability to reach 
agreement concerning the means of carrying out an 
audit; and simply an unwillingness to interfere in 
matters which should be left to the accountant ‘in 
the field’.® 

Cutforth (1914, p. 1) gives a modern sounding 
definition of an audit: 
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An audit may be described as an examination 
of the books and vouchers of a business or 
undertaking to enable the auditor to satisfy 
himself whether the Accounts thereof are 
properly drawn up so as to exhibit a correct 
view of the affairs of the concern, according to 
the best of the information of which he can 
avail himself. 


No mention is made of the fraud detection role 
as either a primary or secondary objective of 
the audit. 


Statement Verification Re-emphasised 

It appears that in the late 1920s and especially 
the 1930s, the change in audit objectives antici- 
pated by Cutforth gained wide acceptance. Taylor 
and Wilson (1927, p. 3) in providing a model 
answer to the question, “What is an audit?’, 
suggest: 


The main object and advantage of the modern 
audit is the independent verification of the 
actual financial condition and earnings of the 
undertaking for the proprietors and the exec- 
utive. ... Incidental objects and advantages 
are the detection of errors (whether technical 
or of principle) and of fraud, and conse- 
quently their future prevention by reason of 
the moral effect of audit being made period- 
ically. 


In a later edition of the same work, Taylor and 
Perry (1935, p. 5) found it necessary to elaborate 
in a footnote: 


The detection of errors and fraud ... are 
frequently stated as being advantages of the 
audit of accounts. Close examination will 
disclose, however, that most of the points flow 
from or are to be derived from the advantage 
above-stated, viz. the independent verification 
of the financial position; whilst others are 
advantages which may be claimed as arising 
from correct accounting rather than auditing 
[emphasis in original]. 


A lecture delivered by Sir Nicholas Waterhouse,’ 
in 1934, is noteworthy because he takes exception 
to Dicksee’s definition of the objects of an audit, 
describing it as ‘wholly inappropriate in relation to 
audits under the Companies Acts’. (1934, p. 123) 


SAdvice concerning the form and content of company ac- 
counts dates from 1942, and guidance on auditing procedures 
from 1961. Baxtez (1953) reviews the arguments for and against 
the production of authoritative ‘rules’. 

"Eldest son of Edwin Waterhouse, he became a partner in 
Price, Waterhouse & Co. in 1906 and senior partner in 1945. He 
was president of the ICAEW, 1928-9. 
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Indeed he regards Dicksee’s view of the auditor’s 
role to be more appropriate to an internal auditing 
engagement. Other UK writers appear to embrace 
the change in emphasis during the 1930s, though 
with varying degrees of enthusiasm. The editor of 
Spicer and Pegler’s Practical Auditing (7th Edition, 
1936), W. W. Bigg, for example, recognises the new 
thinking: 
... the main object of an audit is the verifica- 
tion of accounts and statements prepared by a 
client or client’s staff. Although of great im- 
portance the detection of fraud and error must 
be regarded as incidental to such main object. 
(Spicer and Pegler, 1936, p. 5) 


But Bigg cannot bring himself to reject completely 
the ‘primary importance’ of fraud detection: 


In the minds of the public at large, and of 
many clients, the discoverv of fraud is so far 
the principal function of the Auditor, over- 
shadowing his other duties entirely, and 
although this is far from correct there can be 
no question that it is of primary importance. 
(ibid) 

Turning to de Paula, there can be no doubt that 
he was aware of the need for auditors to pay more 
attention to the content of published accounts in 
the early 1930s (see Preface, 6th edition, 1933). 
Moreover, in a special edition of his text, written 
for the New Zealand and Australian market, de 
Paula (1934) changes the emphasis from previous 
versions of his work: 


... the chief or primary object of an audit is 
the verification of the Balance Sheet of the 
concern, the books of which are being audited. 
Involved in this are two subsidiary objects, 
viz. 

1. The detection and prevention of fraud, 

2. The detection and prevention of errors. (de 
Paula, 1934, p. 8) 


Strangely, however, when discussing the specific 
objectives of the audit, the 1933 and subsequent 
UK editions maintain the original stance some- 
what softened (de Paula, 1936, p. 4) by the omis- 
sion of the definite article: “Two main purposes of 
an audit are the prevention and detection of errors 
and fraud’. 

We can only speculate why certain authors failed 
to revise their books to reflect what others per- 
ceived to be important changes in audit objectives. 
The most obvious explanation is that these 
authors—most importantly de Paula and Dick- 
see—continued to hold their initial views. An 
alternative possibility is that they were prepared 
only to make minimal revisions to texts written 
some time earlier, with other matters becoming the 
main focus of their concern. Dicksee paid more 
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attention to such topics as office organisation and 
contemporary standards of financial reporting, 
from the time of the first world war onwards 
(Edwards, 1982, pp. 322-4; Kitchen and Parker, 
1980, pp. 59-63), while de Paula joined the Dunlop 
Rubber Co. Ltd in 1930 and was, thereafter, quite 
possibly fully occupied as its controller of finance . 
(Kitchen and Parker, 1980, pp. 92-109). 

The texts by Dicksee and, to a lesser extent, de 
Paula therefore continued to represent ‘the old 
view’ of the company audit, almost oblivious to the 
pressure for change. In Dicksee’s case this was in 
spite of the criticism from Waterhouse and despite 
the fact that, on Dicksee’s death, S. W. Rowland,..: 
then a lecturer in accounting at the London School 
of Economics, was ‘entrusted with the task of . 
bringing the subject matter into line with modern 
conditions, while preserving the essential and fam- 
iliar virtues of the well-known work’ (The Accoun- 
tant, 20 January, 1932, p. 90). It was not until the 
11th edition of de Paula’s work, edited by his son 
F. Clive de Paula and published in 1951 (de Paula, 
1951, p. 3) and the 18th Edition of Dicksee’s work 
(1967, p. 27) edited by R. S. Waldron, that the texts ., 
reflected the ‘modern’ approach to an audit. : 


A re-interpretation of the evidence 


What caused this ‘biggest change of thought of 
all’ (Lee, 1979, p. 160) to occur during the 1930s? 
Lee argues that it was due to the ‘increasing 
awareness of the illogicality of having fraud detec- 
tion as the main audit objective’ (1979, p. 161). 
Basing his arguments on Waterhouse (1934), Lee 
justifies the change on several grounds: 


(a) companies were getting bigger, and the 
auditor could not be expected to deal with 
the sheer volume of material that was 
available; 

the time and cost of checking everything 
were now out of the question because of 
the increasing size of companies; 
company managements were accepting 
some measure of responsibility for the 
detection of fraud and error; and 
nowhere in the Companies Act 1929 did 
Parliament ask the auditor to seek out 
fraud. (Lee, 1979, pp. 161-162) 


However, these factors, neither singly nor together, 
have any significant explanatory potential for the 
observed change in audit objectives. 

The first and second of Lee’s points are really 
justifications for placing more reliance on internal 
controls and for a greater use of sampling methods: 
audit techniques which were recognised even by 
those writers who had emphasised fraud detection 
as the primary audit objective (as shown above). 


(b) 


(c) 


(d) 
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Furthermore, Waterhouse’s lecture contains little 
to support Lee’s third contention, namely, that 
managers were beginning to accept greater respon- 
sibility for the detection of fraud and error 
(presumably by establishing adequate internal 
controls). Lee’s fourth point could have applied 
to any of the Companies Acts before (or since) 
1929, 

We need to explore other possible reasons for 
the apparent change in the primary audit objective. 
Some of the factors which may have had a signifi- 
cant impact on UK audit theory and practice in the 
1930s, other than those put forward by Lee (1979) 
which we do not find convincing, are covered 
below, though it is not possible to ascribe to them 
a strict order of relative importance. 


The Royal Mail Case 

In 1931 there occurred perhaps the single most 
significant 20th century case in terms of its impact 
on the development of accounting thought and 
practice—Rex v. Kylsant, more popularly referred 
to as the Royal Mail case. The company’s report- 
ing practices, which were intended to convey the 
impression that an ailing shipping company re- 
mained prosperous, were the subject of explicit 
criticism from the court, while dissatisfaction with 
the role played by the auditor was necessarily 
implied. According to. Edwards (1976, p. 298), 
‘These views [of the court] indicated that the 
accounting profession might be well advised to 
devote more effort towards the development and 
application of higher standards for auditing and 
reporting financial information’. In the aftermath 
of this case there ensued a widespread debate 
within the accountancy profession concerning the 
steps necessary to restore the credibility of financial 
statements. 

Edwards (1976, p. 301) notes that the traditional 
emphasis of the British accountant on his strict 
legal responsibilities had been the subject of criti- 
cism from Professor Theo Limperg in an address 
to the 1926 International Congress held in Amster- 
dam (Limperg, 1926, p. 25) and was again the 
subject of criticism in the US press in 1932 (see the 
editorial in the Journal of Accountancy, January, 
1932, p. 5). These concerns provoked a response 
from leaders of the British profession, including 
Sir William McLintock, Sir William Plender and 
the then president of the ICAEW, H. L. H. Hill, 
the latter emphasising the need ‘to bring about the 
adoption of a higher standard than that prescribed 
by law, a higher standard based upon a proper 


‘It is certainly the case, nevertheless, that the engagement of 
external auditors to undertake ‘continuous’ audits appears to 
have decreased by the 19308. Managers, probably in response 
to cost considerations, appear to have realised that it was more 
appropriate for routine checks on book-keeping to be per- 
formed by the company’s employees. 
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sense of obligation and fiduciery responsibility’ 
(Hill, 1932, p. 628). 

We consider that, if a single event were to have 
been responsible for broad changes in the content 
of the traditional literature, it would be the Royal 
Mail case. However, other factors may also have 
had a cumulative effect culminating in the apparent 
change in the 1930s. 


The Effect of Other Case Law 
Curiously, the change of emphasis in auditing 
textbooks (from fraud detection to statement ver- 
ification) seems to run directly contrary to the 
trend in the leading decided caszs involving audi- 
tors. In the late nineteenth century, when the 
leading writers were insisting that the auditor’s 
principal role was to detect fraud, the courts took 
a different view. The often quoted case of In re The 
Kingston Cotton Mill Company (no. 2) (1896, 
2 Ch. 279) provided some defence for auditors who 
(in the absence of suspicious circumstances) relied 
on the honesty of management and thereby failed 
to detect fraud. Lopes, L. J., at 290: 
[The auditor] is justified m believing tried 
servants of the company in whom confidence 
is placed by the company. He is entitled to 
assume that they are honest, and to rely upon 
their representations, provided he takes 
reasonable care ... Auditors must not be 
made liable for not tracking out ingenious and 
carefully laid schemes of fraud, when there is 
nothing to arouse their suspicion and when 
those frauds are perpetratec: by tried servants 
of the company and are undetected for years 
by the directors. So to hold would make the 
position of an auditor intolerable. 


Subsequent cases, by way of contrast, focused 
on the need for auditors to undertake duties which 
might be expected, in appropriéte circumstances, 
to lead to the discovery of fraudulent schemes. 
Procedures which the courts considered it reason- 
able to expect auditors to perform included: the 
examination of the bank pass book (Wilde and 
Others v. Cape & Dalgleish, 1897, Acct. L.R. 65); 
the examination of outstanding invoices (The Irish 
Woollen Co., Limited v. Tyson and others, 1900, 
Acct. L.R. 13); the counting of petty cash (The 
London Oil Storage Co., Limited v. Seear, Hasluck 
& Co., 1904, Acct. L.R. 30, 93); tne examination of 
bad debts provision (Arthur E. Green & Company 
v. The Central Advance & Discount Corporation 
Ltd., 1920, Acct. L.R. 1); the examination of 
investment securities (Jn re The City Equitable Fire 
Insurance Co., Ltd., 1924, Acct. L.R. 53 & 81); the 
examination of stock records (In re The Westmin- 
ster Road Construction and Engineering Co., Ltd., 
1932, Acct., pp. 203-204); and the checking of 
wages calculations (Armitage v. Brewer and Knott, 
1932, Acct., p. 836). 
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How can we reconcile these findings with the 
apparent change in audit objectives from fraud 
detection to statement verification? One possibility 
is that the profession (or its leadership) felt increas- 
ingly under the threat of legislation, and sought 
ways of reducing public expectations by changing 
the stated objectives of an audit. 


The Influence of US Practices 

US material helps to shed further light on the 
process of change. In view of the leading role 
played by British accountants in developing the US 
profession (Parker, 1986, pp. 65-68), it is not 
perhaps surprising to discover that auditing in the 
US began by closely mirroring UK practice. At the 
first International Congress of Accountants in 
1904, W. A. Staub, a US practitioner, presented a 
prize-winning paper (Staub, 1904) that very closely 
resembled Dicksee’s view of the audit function. 
_ However, a number of important differences 
between the size and organisational structure of the 
UK and US companies soon surfaced in variations 
in audit objectives and practices. Whereas the UK 
auditor could rely on statute law for audit work as 
a likely source of remunerative employment, the 
US auditor was less fortunate having instead to 
rely on an ability to convince investors of the value 
of this service. Also, whereas UK investors tra- 
ditionally relied on the protection provided by the 
professional audit and the right to attend and ask 
questions at the AGM, the American investor 
insisted on financial reports for decision-making. A 
further point is that American companies grew 
more quickly than in the UK. One manifestation 
of these differences is that; whereas in the US, it 
was the trail blazing accounts of the US Steel 
Corporation of 1902 which acted as the model for 
stimulating a rapid improvement in financial re- 
` porting practice, it was not until the 1930s that the 
Dunlop Rubber Co., under the influence of de 
Paula, performed a similar service in the UK. 

By the second decade of the twentieth century 
US perceptions of the auditor’s role clearly fa- 
voured the more ‘modern’ approach. R. H. Mont- 
gomery (1912) seeks to distance himself from the 
approach advocated by Dicksee, whose text Mont- 
gomery had edited for the US market in 1905 and 
1909: 


During the last few years, however, I have 
noted in the profession a radical departure 
from the principles and procedure enunciated 
by Mr Dicksee. More is now expected of the 
auditor, and, happily, many of the profession 
have met this broader demand and have 
shown that the services of the practitioner 
must extend over the whole field of business 
activity. In view of these recent and important 
developments, I feel justified in giving a subor- 
dinate place in this work to what were for- 
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merly regarded as the chief objects of an audit; 
and what I consider to be the major objects of 
a modern audit are discussed exhaustively. 
(1912, pp. v—vi) 


Montgomery is quite specific regarding the change 
in audit objective: 


In what might be called the formative days of 
auditing students were taught that the chief 
objects of an audit were: 
1. The detection or prevention of fraud; 
2. The detection or prevention of errors; 
but in recent years there has been a decided 
change in the demand and in the service. That - 
is to say, the financiers and business men who 
originally retained professional auditors to 
look for fraud or errors have enlarged their 
demands and now require a vastly broader 
and more important class of work, which 
those auditors who have advanced in skill and 
knowledge have been able to understand and 
perform. We must therefore relegate the for- 
mer ‘chief object’ to a subordinate position 
without in any w., -Jepreciating their import- 
ance. 
The relative positions of the present-day pur- 
poses are: 
1. To ascertain the actual financial condition 
. and earnings of an enterprise 
2. The detection of fraud or errors ... (1912, 
p. 9) | 


Montgomery, in common with his UK counter- 
parts, remains disinclined to relinquish completely 
the fraud detection role, but goes to some length to 
place it in perspective: 


There can be no doubt but that the business 
public look upon the discovery of fraud as an 
important object to be attained by an audit, 
and experience has demonstrated that suffi- 
cient fraud has been so disclosed to warrant a 
continuance of the service of auditors who are 
retained to discover fraud if it exists. 

Gradually, however, the business man is 
being educated to understand that the discov- 
ery of fraud is one, and only one, of the 
objects of an audit, and by no means the most 
valuable to him. 

The detection of fraud is first in the logical 
presentation of the objects of an audit, as less 
experience is required to unearth it, and more 
definite suggestions can be made to the stu- 
dent in regard to it than is the case with the 
more important branches of the auditor’s 
duties. 

While an auditor who brings to bear all of 
his skill and resources, and who leaves no 
stone unturned in his search for fraud, but 
fails to discover a well-concealed defalcation, 
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is legally exempt from liability therefore, yet 
he is, and properly should be, considered 
professionally responsible for such failure, 
and his practice suffers accordingly. (1912, 


p. 11) 


Montgomery relates the fraud detection role to the 
audit of financial statements by highlighting man- 
agement fraud (as opposed to employee fraud): 


Usually the fraud has been perpetrated by an 
official (frequently one who has the entire 
confidence of everyone) who has an interest 
in, or who receives a bonus based on, the net 
profits of a business or of a department 
thereof. In other cases the purpose is to de- 
ceive bankers, creditors, or stockholders. 
(1912, p. 12) 


Nevertheless it is clear that the US investing public 
still had expectations of the auditor as a fraud 
detective: 


The business public, knowing that over the 
years large numbers of defalcations have been 
brought to light, even in connection with 
examinations of financial statements where 
the detection of theft or fraud was not the 
primary object, feels warranted in considering 
the discovery or prevention of theft or fraud 
an important part of the public accountant’s 
services. The auditor, therefore, in preparing 
his audit program, should keep in mind the 
possible existence and detection of theft or 
fraud. During the course of his examination, 
he should be alert to indications of collusive 
fraud. (Montgomery, 1940, p. 14) 


A number of writers have examined the develop- 
ment of audit objectives and, amongst them, there 
appears to be general agreement that a major 
change occurred in the US before it occurred in the 
UK. Moyer (1951, pp. 6&7) distinguishes between 
developments on each side of the Atlantic after 
1900: ‘the “‘book-keeper audits”, modelled after 
British general audits of directors’ stewardship and 
directed toward discovery of defalcations, did not 
continue to be typical American audits’. He claims 
that more emphasis came to be placed on sampling 
in the USA and that the existence of ‘methods 
adopted for verification of transactions by securing 
of evidence outside the records of the client implies 
that auditors were finding it desirable and necess- 
ary to consider more than mere clerical accuracy 
and detection of fraud’ (Moyer, 1951, p. 7). The 
reason for the change in emphasis is put down to 
the fact that: | 


The United States was a new, expanding 
country with little industrial history behind it, 
and with no such [statutory audit] require- 
ments. In this country it was necessary that 
the benefits derived from an audit be apparent 
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to a client in order that he would be willing to 
bear the cost of such an ergagement. ... The 
necessity of reducing the audit time spent on 
checking book-keeping details became more 
apparent as American businesses increased in 
size. (Moyer, 1951, p. 7) 


Reviewing the development of audit objectives 
in the US, Brown (1962) identifies the period 
1850-1905 as witnessing tke acceptance of 
sampling as an audit technique; the period 
1905-1933 as the beginning of an appreciation of 
the importance of internal control; and 1933-1940 
as the start of the de-emphasis on fraud detection 
and general acceptance that s-rength of internal 
control would determine the extent of detailed 
tests. Chatfield (1977, p. 120) says: 


... the history of auditing from the 1890s is 
one of upgrading analysis and deemphasising 
routine verification. This required a radical 
shift in priorities. Perhaps the chief obstacle to 
change was the mental attitude of stockhold- 
ers, who had hired the aucitor as a detective. 
... Before 1890 little interest was shown in 
internal control systems for assets other than 
cash, and little was said about sampling as 
an alternative to a complete check of book- 
keeping detail. 


In any event, by the 1930s, m the aftermath of 
the Royal Mail case, there were those who felt that 
the UK profession, by concentrating too heavily 
on fulfilling its legal responsikilities, had lost its 
leadership role. ‘It is with some satisfaction that 
the editor [of The Journal of Accountancy] is able 
to quote Sir Arthur Lowes Dickinson in support of 
the contention that the US profession had pro- 
gressed to higher standards than those obtaining in 
the UK’ (Edwards, 1976, p. 302). The need to 
make up lost ground may well have shown itself 
during the 1930s in auditing texts switching to a 
more modern emphasis on the verification of finan- 
cial statements. 


Changing audit objectives—a revised view 


The above review of the evidence shows that 
there existed both continuity and change in audit 
objectives over the period 1840-1940. Fraud detec- 
tion and statement verification are evident as audit 
objectives throughout the period under consider- 
ation, but we see significant changes in emphasis 
from one era to the next reflecting, quite possibly, 
such other factors as: the personnel engaged to 
provide the audit service (amateur or professional); — 
the changing financial and organisational structure 
of business; the general economic environment 
(boom or recession); attempts by the profession to 
market its services and reduce the expectations gap 
(often conflicting aims); and the expertise available 
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within the profession. We illustrate the different 
views of changing audit objectives for large (mainly 
quoted) companies in Figure 1. 

The conventional view (for example, Lee 1979) 
of principal audit objectives identifies fraud detec- 
tion in the 1880s and switches sharply to statement 
verification in the 1930s. Our study has shown that 
statement verification was the primary audit objec- 
tive at an earlier time. We fully acknowledge the 
emphasis which some well known writers came to 
place on the fraud and error detection role towards 
the end of the last century (and we have speculated 
on the reasons therefor). We have shown, however, 
that other less quoted writers were uneasy with the 
level of such emphasis, and this prevents us from 
moving as far down the scale towards fraud detec- 
tion, in the late nineteenth century, as those who 
hold what we have termed ‘the conventional view’. 
Furthermore, we consider that the transition from 
fraud detection to statement verification, which 
appears very noticeable in the 1930s (due, we 
speculate, mainly to the effects of the Royal Mail 
case), was for a number of reasons smoother than 
has been suggested by other researchers reviewing 
early developments. 


Conclusion 


A review of the evolution in audit objectives in 
the UK reveals, as Lee (1989, p. 292) has indicated, 
that in accounting there are recurring problems 
and the accountancy profession has tended to 
tackle these as and when the need seems greatest. 

The period 1830-1860 witnessed the growth of 
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UK companies in the banking, life assurance and 
railway sectors. During. this time such companies 
developed into substantial businesses with a dis- 
persed ownership which was obliged to rely on 
information produced by company managements 
to Judge the financial standing of their investment. 
There was sufficient public concern over the quality 
of financial reporting by these companies for gov- 
ernment committees to be appointed to examine 
various aspects of their accountability and gover- 
nance including, specifically, the possible impo- 
sition of accounting and auditing requirements. 
The main concern of the various parliamentary 
committees was to improve the quality of the. 
information reaching shareholders rather than to 
carve out a role for the auditor as a fraud detective. 

Later in the nineteenth century, however, writers 
on auditing began to emphasise fraud detection as 
the primary audit function. This may have been in 
response to the level of business bankruptcies in 
the latter part of the century, many of which may 
have been (or may have been thought to have been) 
caused by management fraud. Chartered accoun- 
tants at that time were heavily involved in ` 
bankruptcy and liquidation work and this must 
have given them a direct insight into the reasons 
for business failure. In this way they may have seen 
the opportunity for promoting the supply of ad- 
ditional services (e.g. the continuous audit) to 
businessmen keen to avoid the risk of employee 
fraud and possible liquidation. The supply of these 
services might also have appealed to investors who 
had seen others lose their money through misap- 
propriation by company directors and employees. 


Figure 1 
Changing Perceptions of the Primary Audit Objective for Large (Mainly Quoted) Companies 
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During the early part of this century it became 
apparent that financial reports were being used to 
deceive, or at least to conceal the truth from, 
shareholders. The revelations following the Royal 
Mail case brought to the public’s attention the 
hazards of relying on financial reports—even those 
which had been audited. Clear signals were given 
to the profession that the most pressing need in 
audit work was the verification of the reports 
submitted to shareholders. 

Thus audit objectives (usually) and audit prac- 
tices (almost always) have tended to follow exter- 
nal events. The resultant failure of the auditor to 
meet contemporary business requirements has nat- 
urally resulted in disillusionment and has provoked 
strong criticism from time to time. We may there- 
fore see the furore surrounding recent corporate 
collapses, which has aroused criticism of the pro- 
fession for placing too little reliance on fraud 
detection, as merely a recent manifestation of a 
continuing problem. 

There are signs that the professional bodies must 
bear some responsibility for failure to recognise, 
earlier, changes in the requirements of 
management and external user groups and provide 
leadership in the move towards the adoption of 
more effective procedures. A fundamental problem 
has been the continuing conflict between the natu- 
ral desire of accounting firms to sell services, 
possibly by over-emphasising their potential for 
safeguarding investors, but to attempt to minimise 
responsibility when error or fraud inevitably oc- 
curs, by then emphasising the limitations of the 
audit function. It is not surprising that there 
persists a damaging expectations gap, which is not 
new, but seems to be growing to the detriment of 
the profession’s standing with the general public. 
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The Impact of Accounting Principles on 
Profits: The US versus Japan 


T. E. Cooke* 


Abstract——Weetman and Gray (1991) sought to add quantitative information to the extant qualitative literature on 
differences in profits reported under US GAAP with those in the Netherlands, Sweden and the UK. This paper 
introduces Japanese companies to such analysis and seeks to add to both the qualitative and quantitative literature 
on profit comparisons. In attempting to undertake such work, the paper serves to highlight the difficulties of trying 
to compare financial statements in Japan with those published in the US and as a consequence the problem of 
undertaking quantitative analysis. On the basis of a case study approach, there is some evidence that the profits of 
companies prepared in accordance with Japanese GAAP are considerably more prudent than if prepared in 
accordance with US GAAP for companies operating m the financial sector. Such differences may not be so 


pronounced in the non-financial sector. 


Weetman and Gray (W&G) (1991) investigated the 
extent to which there are material differences in 
reported profits based on US Generally Accepted 
Accounting Principles (GAAP) with profits pre- 
pared in accordance with GAAP in the UK, the 
Netherlands and Sweden. This paper introduces 
Japanese companies to a similar analysis based 
on 20-F filings with the SEC and additional 
information supplied by companies themselves. 
The object is to add to both the qualitative and 
quantitative literature on profit comparisons but 
the paper also highlights the difficulties of trying to 
compare financial statements m Japan with those 
published in the US. 

At the outset it must be recognised that, even if 
accounting measurement rules and disclosure were 
identical in two countries, this does not mean that 
accounting reports would be ‘... universally 
understood and interpreted ‘unambiguously. Un- 
fortunately, countries also exhibit substantial 
economic and cultural differences that preclude 
accounting figures from having the same interpret- 
ation, even if they were generated using the same 
accounting principles’ (Choi and Levich, 1990, 
p. 2). This paper does not consider environmental 
factors influencing financial reporting in Japan 
since these are covered in some detail by Cooke 
and Kikuya (1992). 

The focus of this paper is to compare US 
GAAP with Japanese GAAP. This topic is of 


*The author is professor of accounting at the University of 
Exeter, England and visiting professor at the Free University 
Amsterdam, The Netherlands. He would like to thank P. A. 
Collier and A. Gregory of the University of Exeter, E. Sawa of 
the Japanese Institute of Certified Public Accountants, and the 
referees for their helpful comments. 


interest because international accounting differ- 
ences have implications for both users and pre- 
parers of corporate annual reports located: in 
countries with the world’s two largest stock 
exchanges in terms of both turnover and market 
capitalisation. For investors and investment ana- 
lysts there is the problem of ccmparing invest- 
ment opportunities between enterprises. Over 
the last 20 years the capital markets have under- 
gone great changes including product innovation, 
securitisation, liberalisation, globalisation and 
greater competition. The% changes have provided 
new opportunities for international investment. 
However, comparing the financial statements 
produced in one country with tnose of another 
country is often problematical, even though the 
International Accounting Standards Committee 
(IASC) uses its best endeavours to reduce these 
differences. Thus, international accounting 
differences present problems for capital market 
regulators and as a consequence accounting 
regulators. 

Companies that raise money and have their 
securities traded on international stock exchanges 
face a problem because of accounting diversity. 
Without reciprocal agreements between the issuer’s 


‘home country and other countries, substantial 


costs are involved in restating or reconciling profits 
based on one country with those based on 
another.' Fortunately reciprocal arrangements 


'These costs form part of what has been referred to as 
information preparation costs as opposed to competitive 
costs which refer to the costs borne ty a company that 
provides disclosur2s which are advantageous to a competitor 
to the detriment of the discloser (Gray, 19&4; Choi and Levich, 
1990). 
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exist between a number of countries, with the 
major exception of the US. 

As far as the London Stock Exchange is con- 
cerned, Japanese companies may file consolidated 
accounts that comply with Japanese, US or UK 
GAAP although the financial statements are scru- 
tinised for acceptability on a company by company 
basis each year. In contrast, the Securities and 
Exchange Commission (SEC) requires all foreign 
companies that wish to have their securities traded 
in the US to file a 20-F report which either 
reconciles or restates profits in accordance with US 
GAAP. For many Japanese companies this cost, 
particularly the associated competitive cost, is too 
great and is one reason why they have traditionally 
avoided a quotation in the US in favour of the 
more liberal European capital markets. Evidence 
on this issue is shown in Table 1. It is noticeable 
that Frankfurt and Luxembourg are the most 
popular stock exchanges for Japanese companies 
outside Japan. To a large extent the reason for 
this is historical in that the disclosure requirements 
of the exchanges in Frankfurt and Luxembourg 
have been less extensive than in London. The 
extent to which these differences are now signifi- 
cant, bearing in mind attempts at accounting 
disclosure harmonisation in the European Com- 
munity, is beyond the scope of this paper but 
worthy of assessment. 

Another trend revealed in Table 1 is that 
Japanese companies have been increasing their 
presence in Europe, particularly on the exchanges 
in Paris and London. One explanation for this 
is that the Japanese have been concerned about 
the possibility of ‘fortréss Europe’ after the im- 
plementation of the single market at the end of 
1992. As a consequence, the Japanese have been 
making substantial investments in Europe, es- 
pecially in the UK whose government is seen by 
the Japanese as protecting their interests in 
Europe. Another recent change is that the seven 
Japanese companies that had a listing on the 
Hong Kong stock exchange in 1987 are no longer 
listed on that market. The reason for this is 
clearly political as Hong Kong moves from being 
a colony of the UK towards integration with 
China in 1997.2 It is noticeable that all seven 
Japanese companies (Kumagai Gumi, Toray 
Industries, Asahi Chemical, Kubota, Hitachi, 
Omron, and Sony) withdrew from the Hong 
Kong market but did not seek alternative listings 
in the region or indeed a substitute listing 
elsewhere. 


The extent to which changes in country risk ratings influence 
multinational enterprises to list or delist on international capital 
markets is an interesting research question that is beyond the 
scope of this paper. 
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Table 1. 
Listing of Japanese Companies (First Section only) 


Number 

of Japanese 
companies listed 

199] 1987 

1,223 1,089 

851 794 

406 

52 

51 

16 

9 

20 


Stock exchange 
(ranking based on 1991) 


Dusseldorf 
Geneva 
New York 
Singapore 
Brussels 
Antwerp 
Pacific (San Francisco) 
Hong Kong l 
Number of listings in Europe 254 
Number of listings in the 
rest of the world 17 20 
Number of companies 1,294 115 


Source: The table was constructed from data in 
the Japan Company Handbook Winter 1987 and 
1991 and information supplied by the Tokyo 
Stock Exchange. 
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Detailed requirements in Japan 


Accounting Regulatory Framework in Japan 

An unusual feature of the post-war accounting 
regulatory framework in Japan is its dual nature 
(Oguri and Hara, 1990) in which listed companies 
produce one set of accounts based on the re- 
quirements of the Commercial Code (CC) and a 
second set based on the provisions of the Securities 
and Exchange Law (SEL). The important differ- 
ence is that the CC accounts are primarily to 
protect creditors and current investors whereas the 
SEL accounts are more shareholder oriented 
(JICPA, 1991). The requirements of the SEL apply 
to all companies that have issued securities to the 
public (in the main those corporations with a 
listing on a Japanese stock exchange) and they 
affect about 3,000 corporations out of a total of 
about 1.1 million joint stock corporations. Corpor- 
ations subject to the requirements of the SEL 
represent a significant proportion of economic 
activity. 
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Table 2. ! 
20-F Filings by Japanese companies with the SEC 
Stock Consolidated JAPJUS 

Company No. Exchange Japanese %, 1989, Quantified 
and Name Listing Industry Type Accounts? 1990, 1991 Analysis? 

1. Canon NMS Precision machinery No DT 

2. Hitachi NYS Heavy electrical machinery No DT, FC 

3. Honda Motor NYS* Motor vehicles No DT, FC 

4. Ito-Yokado NMS Retailing No DT, L 

5. Komatsu OTH Industrial machinery No DT, FC 

6. Kubota NYS Industrial machinery No DT 

7. Kyocera NYS Electrical products etc No 72,77,92 Profits 

8. Makita NMS Electrical machinery No 79,122,73 Profits 

9. Matsushita NYS Consumer electronics etc No DT, FC 
10. Mitsubishi Bank NYS* Banking Yes n/a,103,88 Profits 
11. Mitsui NMS Commerce (general trading) No DT, FC 
12. NEC NMS* Communications equipment No DT, FC 
13. Nippon Telegraph 

and Telephone OTH Communications No DT, FC, L 
14. Pioneer Electronic NYS Consumer electronics No DT, L 
15. RICOH OTH Precision machinery No DT, FC 
16. Sony NYS* Consumer electronics No DT, FC, L 
17. TDK NYS* Consumer electronics No DT, L 
18. Tokio Marine | 
and Fire Insurance NMS  Nonlife insurance No n/a,48,5C Reconciliation 

19. Wacoal OTH Textiles No DT, L 
Company without a 20-F filing 
20. Orix n/a Financial sector Yes n/a,38,36 Profits etc 
Key: 


Stock exchange codes: 

NYS = New York Stock Exchange 

NMS = NASDAQ, National Marketing System 
OTH = Over-The-Counter 

* = Listing on the London Stock Exchange 
Quantified analysis: 

DT = Deferred tax 

FC = Foreign currency 

L = Lease capitalisation 

Source: SEC Filing Companies, Disclosure Inc. 


Some? major listed companies in Japan produce 
an English annual report in addition to their 
reports that comply with the requirements of the 
CC and SEL. As far as the Japanese are concerned 
the reports in English are for the ‘international’ 
reader where ‘international’ is defined as US. These 
accounts are not translations of either the CC or 
SEL accounts but are accounts that are in a US 
format which comply to some degree with US 
GAAP. Those Japanese companies with a listing in 
the US or with American Depositary Receipts 
(ADRs) must file Form 20-F with the SEC. At 30 
October 1991 there were 19 Japanese companies 


in addition to those companies that are required to file a 
20-F report; a number of other Japanese companies produce 
English annual reports. The exact number is not known because 
these voluntary statements are not filed with any regulatory 
authority. 


that filed a 20-F report with the SEC (see Table 2), 
including nine that were listed on the New York 
Stock Exchange and six with ADRs traded on the 
National Marketing System (NASDAQ). Of the 
19, five had a listing on the London Stock Ex- 
change. Table 2 also summarises the quantified 
analysis reported on later in this paper. 


Qualitative differences in Japanese and US 
GAAP 


Accounting standards in Japan are issued by 
the Business Accounting Deliberation Council 
(BADC) under the authority of the Ministry of 
Finance. Membership of BADC comes from 
business, academe, and the professional account- 
ing communities as well as the Ministry itself. In 
contrast, the Japanese Institute of Certified Public 
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Accountants (JICPA) offers a sort of administra- 
tive guidance to the standards in the form of 
statements, opinions and working rules. 

The essential difference between GAAP in the 
US and in Japan is that accounting standards are 
set, in the main, in the private sector (FASB) in the 
US whereas they are prepared in the public sector 
in Japan (principally the Ministry of Finance). For 
a review of the historical development of Japan’s 
regulatory framework see Cooke (1991). The form 
of regulatory framework helps explain some of the 
differences between the two countries. 

The following represent major differences be- 
tween the US and Japanese GAAP that have been 
identified in the literature (see for example, Cooke 
and Kikuya, 1992): 


Tax 

In Japan, income for taxation purposes is based 
on the published financial statements. Deferred 
taxation is not normally practised in Japan and is 
in fact not permitted in the CC accounts. In the 
main company accounts prepared in accordance 
with the SEL, deferred taxation is not provided for 
but in the supplementary consolidated financial 
statements deferred taxation is permitted although 
is not common in practice. However, deferred 
taxation is provided for in the English language 
financial statements prepared in accordance with 
US GAAP. 

In contrast to Japan, deferred taxes, based on 
the deferral method, must be provided in the US 
where there are timing differences between book 
and taxable income (APB Opinion 11). However, 
in December 1987 the Financial Accounting Stan- 
dards Board issued SFAS No. 96, Accounting for 
Income Taxes, which requires an asset and liability 
approach in the measurement of deferred taxes 
rather than the deferred method. SFAS No. 103 
amended SFAS No. 96 so that the effective date 
for implementation became 15th December 1992, 
although earlier application was permitted. (The 
more recent introduction of SFAS 109 in February 
1992 does not affect the period reviewed in this 
research.) Early implementation was not adopted 
by Japanese companies and therefore the change 
does not affect the results under review. As a 
consequence, for the period under review all 
Japanese companies filing 20-F reports provided 
for deferred taxes using the deferral method. 

Differences also exist in the presentation of taxes 
between the two countries. In Japan, the enterprise 
tax, which is a local tax on taxable net income, is 
treated as a selling, general and administrative 
expense whereas in the US such taxes are included 
in the tax charge for the year. 


Foreign Currency Translation 
In Japan, it is normal for the temporal method 
to be used in translating the foreign currency 
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financial statements of a foreign branch. Long- 
term monetary items are translated at the historical 
rates and exchange differences are included in 
current income. In contrast, the modified temporal 
method is used for a foreign subsidiary or associate 
with any exchange gain or loss on long-term 
monetary items treated as deferred assets/ 
habilities. Under the modified temporal method, 
net income and retained earnings are translated at 
the closing rate and exchange differences resulting 
from the translation of balance sheet items are 
charged or credited to assets or liabilities as appro- 
priate. There is no equivalent to the requirements 
of IAS 21 which stipulate that either the restate- 
translate method should be used for the financial 
statements of a foreign entity which is affected by 
high rates of inflation or, alternatively, the tem- 
poral method may be used. Thus, foreign currency 
financial statement translation in Japan is similar 
to SFAS 8 whereas in the US it is based on SFAS 
52. 


Notes with Detachable Warrants 

In Japan the face amount of the note 
with detachable warrants is recognised at the 
time of issuance whereas in the US the esti- 
mated fair value of the warrants at the time of 
issue is considered to represent a discount on 
the face value of the notes and is amortised as 
an interest expense over the life of the notes. 
Consequently, in Japan the transaction is dealt 
with as a capital item whereas in the US the 
discount has an impact on the profit and loss 
account. 


Consolidations 

The US requires that all subsidiaries should be 
consolidated whereas in Japan only material sub- 
sidiaries need be included. In Japan, the Ministry 
of Finance has made a pronouncement on the 
scope of consolidation for the purpose of audits 
undertaken by Certified Public Accountants in 
accordance with the SEL. The pronouncement 
introduces a 10% materiality rule which permits 
exemption from consolidation in the following 
circumstances: 


(1) where total assets of the subsidiaries are less 
than 10% of the total assets of the parent 
company and other consolidated sub- 
sidiaries, and 

(2) aggregate sales of the subsidiaries are less 
than 10% of the total sales of the parent 
company and other consolidated sub- 
sidiaries.* 


t 


*This means that it is possible to organise subsidiaries so as to 
exclude some from consolidation. 
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In addition to the materiality concept, sub- 
sidiaries may be exempt from consolidation if they 
are: 


(1) not part of the group because of a loss of 
effective control; 

(2) not a going concern; 

(3) the investment is only held for the short- 
term; 

(4) inclusion of the results of the subsidiary 
would mislead interested parties. 


As a result of the above, it is likely that some 
subsidiaries may be exempt from consolidation in 
Japan but would need to be included to comply 
with US GAAP. 


Equity Accounting 

In 1983 it became compulsory in Japanese con- 
solidated accounts to apply the equity method of 
accounting for investments to both unconsolidated 
subsidiaries and affiliates, where the latter are 
defined in terms of ownership of between 20 and 
50 per cent. In the parent only company accounts, 
such investments are stated at cost or, where 
there has been a permanent reduction in value, 
written down value. In contrast, under equity 
accounting the carrying value is normally cost plus 
a share of the undistributed profits. This disparity 
in valuation and the fact that intercompany profits 
or losses are not eliminated from the parent 
company accounts, may lead to material differ- 
ences between the operating results of the parent 
company and the consolidated financial state- 
ments. 

The Japanese requirements may be contrasted 
with those in the US. In the US, the equity method 
is applied in accounting for affiliates with all 
subsidiaries being consolidated. Thus, some sub- 
sidiaries may be consolidated in accordance with 
US GAAP but would be subject to the equity 
method under Japanese GAAP. Also, in accord- 
ance with US GAAP, unrealised profits or losses 
on intercompany transactions should be eliminated 
on the parent only financial statements which is not 
the case in Japan. 


Leases 

In the US, finance leases should be capitalised by 
the lessee whereas in Japan it is permissible either 
to capitalise the asset or, alternatively, to disclose 
the amounts involved. In practice, Japanese com- 
panies do not capitalise their leased assets but treat 
the obligation as a rental fee that is included in 
expenses. 


Pensions 

It is now common for Japanese companies to 
provide for employee retirement and severance 
benefits. In general, employees are entitled to a 
lump-sum payment based on the current rate of 
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pay and length of service. In practice, it is normal 
to use base pay to apply the service multiple since 
this excludes various allowances and any bonuses. 
Many schemes for employees have not been fully 
funded although in recent years some companies 
have decided partially to fund their schemes. 
Where schemes do exist, it is common to try to 
obtain the maximum tax advanzage on the un- 
funded element which is set at 40 per cent of the 
voluntary retirement and severance liability as at 


the balance sheet date rather than at retirement 


date. Contributions to the pension fund are 
charged to income as incurred whereas those costs 
that relate to past service are treated as a liability 
and amortised. 

It is more common in the US for pension 
schemes to be fully funded and therefore the stated 
liability appears much greater than for Japanese 
companies. 


Marketable Securities 

In Japan, the general rule for vafuing marketable 
securities (classified as both current and non- 
current assets) is the same as for inventories: cost 
or the lower of cost and market value. In practice, 
securities are often stated at acquisition cost, which 
includes commissions and any other incidental 
charges. The moving average approach is a popu- 
lar method of cost determination since profit can 
be recognised on an individual security basis. In 
contrast, FASB Statement No. 12 requires the 
carrying amount of marketable securities to be 
valued at the lower of the portfolio’s aggregate cost 
and market value as at the balence sheet date. 
Thus, in the US a portfolio approach is adopted 
whereas in Japan securities are valued on an 
individual security basis. 


Accounting for Stock Dividends 

In Japan, a bonus issue should normally be 
accounted for by a transfer of an mount equal to 
the par value of the shares from acditional paid-in 
capital, legal reserve or retained earnings to the 
capital stock account. In the US the transfer is at 
market value rather than par value and is from 
retained earnings. Expenses involved in such issues 
are deducted from stockholders’ equity in the US 
whereas in Japan they may be expensed immedi- 
ately or over a period of three years. 


Instalment Sales on Accruals Basis 

Where uncertainties exist it is possible in Japan 
to record revenues on an instalment basis. Since 
this approach is allowed for tax purposes it is 
quite common for revenue to be accounted for in 
this way. In contrast, in the US trarsactions should 
be accounted for at the time of the sale and a 
provision made for doubtful debts where appropri- 
ate. 
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Inventories 

Considerable flexibility is offered to Japanese 
companies in valuing inventories, in terms of both 
accounting and tax regulations. Unit cost, FIFO, 
LIFO, weighted average cost, moving average cost, 
straight average cost, latest purchase price, and the 
retail inventory cost method are all acceptable 
methods of valuing inventories. In the US, cost is 
determined by FIFO, LIFO, standard cost or 
weighted average and a combination of ap- 
proaches is permissible. 

When valuing stocks at the year-end the rule in 
Japan is either cost or the lower of cost (applying 
one of the above methods) and market value. 
Companies may interpret market value to be 
either current replacement cost or net realisable 
value. Where market price is significantly less 
than cost, stocks must be written down to market 
value unless the recovery of the shortfall is cer- 
tain. In contrast, ARB No. 43 in the US stipu- 
lates the lower of cost or market value where 
market value is usually current replacement cost 
but market value cannot exceed net realisable 
value. 

In Japan, where there is a substantial and irrevo- 
cable decline in the market value of inventories it 
is necessary to value inventories on the basis of the 
new market value, in accordance with the pro- 
visions of the CC. 


Goodwill 

Consistent with international practice, internally 
generated goodwill is not accounted for in Japan. 
However, purchased goodwill should be valued at 
acquisition cost and amortised to income on a 
systematic basis over its estimated useful life. The 
CC states that goodwill should be written off over 
a period not exceeding five years whereas in the 
US goodwill may be written off over 40 years. 
With respect to goodwill arising on consolidation 
(referred to in Japan as a consolidation adjust- 
ment) it is normal for the amortisation period to be 
five years although it is accepted that a longer 
period may be appropriate in exceptional circum- 
stances. 


Dividends, Auditors’ Remuneration and Bonuses to 
Directors 

In Japan, all these items are deemed to be 
appropriations of profit and are dealt with on a 
cash basis. While dividends are treated on a cash 
basis in both Japan and the US they are dealt with 
on an accruals basis in the UK. In the US, 
auditors’ remuneration and all payments to direc- 
tors are considered to be selling, general and 
administrative expenses whereas in Japan only the 
non-bonus element of remuneration. to directors is 
considered to constitute selling, general and ad- 
ministrative expenses. 
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Depreciation 

There is no requirement in Japan for the useful 
lives of assets to be reviewed periodically whereas 
in the US such a review should be undertaken and 
depreciable rates adjusted for the current and 
future periods if expectations are significantly 
different from previous estimates. 

In Japan, a company may elect to use either the 
straight-line or declining-balance method (or other 
method approved by the Ministry of Finance) 
for calculating depreciation on tangible fixed 
assets, but intangibles should be amortised by the 
straight-line method (although again it is possible 
for other methods to be used subject to approval). 
The amount of depreciation or amortisation allow- 
able for tax purposes is also determined by minis- 
terial ordinance. In exceptional circumstances, 
such as the severe decline in value of an asset, the 
useful life may be shortened by approval from the 
tax authorities. In practice, companies try to ob- 
tain the maximum immediate benefit and typically 
use the declining-balance method (Cooke and 
Kikuya, 1992, p. 47). 

In contrast, in the US the depreciation rates used .. 
for tax purposes need not be the same as those for 
financial statement purposes (Cooke, 1988, p. 431). 


Capitalisation of Borrowing Costs 

In the US, interest should be capitalised in 
certain specified circumstances whereas in Japan 
capitalisation is not mandatory and may only be 
undertaken for borrowing costs in relation to 
tangible depreciable assets. 


Research and Development Expenditure 

In Japan, research and development costs may 
be capitalised and amortised over a period not 
exceeding five years for both accounting and tax 
purposes whereas in the US, SFAS 2 stipulates that 
such costs should be expensed in most circum- 
stances. For tax purposes in the US, research and 
development expenditure may be either capitalised 
or deducted against income, regardless of where 
the expenses were incurred. A taxpayer may elect 
to amortise any research and development costs 
that have been capitalised on an equitable basis 
over 60 or more months. 


Quantitative differences in Japanese and 
US GAAP | 


The criterion for comparison is the ‘conser- 
vatism’ index (I) used by Gray (1980) which in the 
case of Japan is as follows: 

(Profits US — Profits Japan) 
|Profits US| 

Provided the figure for ‘Profits US’ is positive, 

the index is a simple relative of ‘Profits Japan’ 


I=1— 
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divided by ‘Profits US’. For partial indices (P) the 
formula is: 


(partial adjustment) 


eas, [Profits US | 


The Research Data 

The SEC requires all foreign companies that are 
obliged to report to it to file a 20-F report. The 
report should include a set of consolidated finan- 
cial statements that either complies with US 
GAAP or is reconciled to US GAAP. W&G used 
the 20-F reports to analyse the profit reconcilia- 
tions of UK, Swedish and Dutch companies. The 
situation as far as Japanese companies is concerned 
is rather different, presenting great problems in 
attempting to undertake such work. 

The main problem is that consolidated financial 
statements are relatively new to Japan and are still 
considered to be supplementary to the main ac- 
counts that are based on a single company. Con- 
solidated accounting was introduced in Japan 
when the Ministry of Finance issued the Regu- 
lations Concerning Consolidated Financial State- 
ments in 1976 and the related interpretative rules 
in 1977. As a result, consolidated financial state- 
ments became a requirement for listed companies 
for the financial year beginning on or after 1 April 
1977. However, the Ministry of Finance permits 
Japanese companies that prepare 20-F reports to 
file them also with the Japanese Ministry. As a 
result, there is no obligation for those companies 
that prepare their financial statements in accord- 
ance with US GAAP to prepare consolidated 
accounts in accordance with Japanese GAAP. If 
this option is adopted a Japanese company is not 
disclosing consolidated accounts prepared in ac- 
cordance with Japanese GAAP, thus making it 
extremely difficult for an investor or analyst to 
compare Japanese companies. Since Japanese 
companies have a history of being somewhat resist- 
ant to disclosure (Ballon et al., 1976; Someya, 
1989; Cooke, 1991; Cooke and Kikuya, 1992) then, 
a priori, Japanese companies are unlikely to pro- 
duce consolidated financial statements on the basis 
of both US and Japanese GAAP since they are not 
required to do so. 

All 19 companies shown in Table 2 were 
contacted by letter® and additional information 
was obtained from the JICPA, the publishers 
of the Japan Company Handbook, the Tokyo 
stock exchange and Disclosure Inc. (a company 
search agency).. The analysis was based on the 
latest available information as at 31st December 
1991, 


‘This assumes that consolidated financial statements contain 
information value. 

The letter enquired as to the availability of a reconciliation 
statement between Japanese GAAP and US GAAP. 
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Of the 19 companies, only the Mitsubishi Bank 
Ltd prepares consolidated accounts that conform 
with the requirements of both US and Japanese 
GAAP. In addition, a second Japanese company,’ 
Orix Ltd, which does not havs any overseas 
listings and therefore does not file a 20-F report, 
also produces financial statements that conform 
with the requirements of both US and Japanese 
GAAP. These statements were scrutinised and the 
reconciliations are provided in the next section. 
Additional useful information was supplied by 
The Tokio Marine and Fire Insurance Company. 
The company provided a reconcifiation and gave 
permission for the information to be disclosed 
despite the fact that not all the details were avail- 
able in the financial statements. Further useful 
information was obtained from the financial state- 
ments of the Kyocera Corporation since their 
account notes discussed differences in the total 
level of profits drawn up in azcordance with 
Japanese GAAP from those based on US GAAP. 
The account notes also mentioned. how the differ- 
ences arose but did not identify the individual 
components. 

Given the lack of information, statistical analy- 
sis involving ‘conservatism’ indices was not poss- 
ible. Consequently, a case study approach was 
adopted using the US as the reference point in a 
manner similar to W&G for Sweden and the 
Netherlands. However, since deferred taxation is 
rarely practised by Japanese companies in Japan 
but is obligatory under US GAAP and as this 
information is disclosed by all 19 companies, it was 
possible to calculate a partial index of deferred — 
taxes. 


Case study material 


The case study material covers five of the 19 
companies that file 20-F reports with the SEC and 
Orix, a company without any overseas listings but 
one that prepares consolidated acccunts in accord- 
ance with both US and Japanese GAAP. These 
case studies serve to highlight some of the interest- 
ing information disclosed. Companies are ident- 
ified by name with the number in parentheses 
referring to those used in Table 2. With the excep- 
tion of the companies dealt with immediately 
below, the companies are dealt with in the order 
stated in Table 2. All figures are in millions of yen. 
The following companies identified differences be- 
tween US GAAP and Japanese GAAP but are not 
identified in the case material: Komatsu (5), Kub- 
ota (6), Mitsui (11), NEC (12), RICOH (15), Sony 
(16), and Wacoal (19). 


"This information was supplied by the Tokyo stock exchange 
and the Japanese Institute of Certified Public Accountants. 
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Table 3 
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Differences between US GAAP and Japanese GAAP: Ito-Yokado 


Net income for domestic reporting 
purposes (parent company only) 

Net increase to reflect US 
accounting principles 

Consolidated net income 


Canon (1), Hitachi (2), Honda Motor (3), Mat- 
sushita (9), Nippon Telegraph and Telephone (13), 
Pioneer Electronic (14), TDK (17) 

All these companies state that the English ver- 
sion accounts reported in their 20-F filings are 
prepared in accordance with US GAAP but none 
of them discloses differences with Japanese GAAP 
and none discloses the aggregate effect of the 
- differences. As a result, all seven companies are 
excluded from the analysis provided in Table 9. 

It is noticeable that all seven companies are 
organisations well known in the West, six of them 
being in the manufacturing sector and the seventh, 
NTT, in the communications sector. One expla- 
nation is that these companies suffer from ‘disclos- 
ure shyness’, but since they are well-known firms 
this appears unlikely. An alternative explanation is 
that because they are well-known in the West they 
are more anglicised in their financial reporting and 
consequently differences between profits drawn up 
on US GAAP compared with those based on 
Japanese GAAP are not as significant as in other 
industrial sectors. No information is available on 
these companies to make that judgement but the 
following cases may provide some pointers. 


- Ito-Yokado (4) 


Ito-Yokado’s business operations are in retail 
stores, franchised convenience stores and restau- 
rants. The accounting principles stated in the 
notes to the consolidated financial statements 
identify the. major differences between US GAAP 
and Japanese GAAP that affect the company (see 
Table 3). 

This note is potentially misleading because a 
comparison is made between the net income of the 
parent company based on Japanese GAAP (in 
accordance with the requirements of the CC and 


Table 4 
Differences between US GAAP and Japanese GAAP: Kyocera Corporation 


31 March 1991 
29,558 
32,250 
91.65% 


Japanese GAAP 
US GAAP 
Japanese/US = 








1991 1990 1989 


44,101 39,919 36,305 
25,121 18,546 


69,222 58,465 


15,281 
51,586 


the SEL) and the consolidated net income based on 
US GAAP. Much more helpful for users making 
and advising on investment decisions would be a 
comparison between consolidated net income 
based on Japanese GAAP with consolidated net 
income based on US GAAP. 


Kyocera (7) 

Kyocera is a high technology company operat- 
ing in electronics, metal processing, automobiles, 
communications, optics, medicine and energy. The 
annual report shows the effect on profits of the 
differences between US GAAP and Japanese 
GAAP that have affected the company. Using this 
information the conservatism index was calculated 
(see Table 4). 

It is noticeable that net profits prepared in 
accordance with Japanese GAAP are more conser- 
vative than those prepared in accordance with US 
GAAP but that the differences have diminished 
over time. 


Makita Corporation (8) 

Makita is a designer and producer of portable 
electric power tools. Its consolidated accounts 
include a comparison of its profits prepared in 
accordance with both US and Japanese GAAP. 
The comparison over time is made difficult because 
of the change in year end date from February to 
March and because of the ‘abnormal’ deferred tax 
charge over the six months ending 31 March 1990. 
In addition, the stock market decrease in 1990 and 
1991 has had an effect on the valuation of mar- 
ketable securities and consequently on deferred 
taxation. The aggregate market value of the cur- 
rent and non-current marketable equity securities 
exceeded aggregate cost in the year to 30 Septem- 
ber 1989 but subsequently the reverse occurred as 


31 March 1990 31 March 1989 
26,062 23,891 
33,827 33,293 
77.05% 71.76% 


Table 5 
Differences between US GAAP and Japanese GAAP: Makita Corporation 


Six months 
ended 
31 March 
1990 


Year ended 
31 March 
199] 
9640 
13271 
72.6% 


Japanese GAAP 
US GAAP 
Japanese/US = 


5567 
4555 


security market values fell sharply. This was 
reflected in the deferred tax account by debits to 
the income statement prior to 31 December 1989 
and substantial credits to the profit and loss ac- 
count in later periods. 

A summary of the comparison between profits 
on the basis of US and Japanese GAAP is shown 
in Table 5. 


Mitsubishi (10) 

Mitsubishi Bank’ is one of the top five commer- 
cial banks in the world and specialises in providing 
banking services to domestic companies, small 
business enterprises and consumers in Japan. In 
addition, it provides banking services including 
corporate and personal banking, trade financing, 
specialised project and asset-based finance, cash 
management and foreign exchange to customers in 
24 foreign countries. 

Mitsubishi Bank prepares consolidated accounts 
based on both US and Japanese GAAP enabling 
conservatism indexes to be calculated. The conser- 
vatism indexes for 1990 and 1991 do not give a 
consistent message but the mean of the two in- 
dexes, which is only a mild indicator, is 95.56%, 
perhaps showing a greater degree of conservatism 
in reported revenue and profits in banking in Japan 
compared with US GAAP (see Table 6). Indeed, 
the 12 month forecast shows that expected profits 
p in accordance with Japanese GAAP are 
90.9% of US profits. The accounts do not explain 
why these differences arise. 


Tokio Marine and Fire Insurance (18) 

Tokio Marine and Fire Insurance is Japan’s 
largest non-life insurance company. In reply to a 
letter sent to the company enquiring about differ- 
ences between US GAAP and Japanese GAAP, the 
accounting administrator supplied a reconciliation 
statement for the two years ending 31st March 
1991. Not all the information is available in the 
accounts but permission has been granted for 
publication of the statement (see Table 7). The 


"Based on assets held at the end of 1988, de Carmoy (1990, 
p. 123) places Mitsubishi Bank as the fourth largest in the 
world. 


122.3% 
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Seven months 
and eight days 
ended 30 September 
1989 
6433 
8122 
79.2% 


Year ended 
20 February 
1989 
9085 
11364 
80% 


reconciliation statement highlights the level of 
prudence in the insurance industry in Japan com- 
pared with US GAAP, although, over the three 
years scrutinised, there was a marginal reduction in 
the extent of conservatism. 

The summary of significant accounting policies 
states that: 


The financial statements of the Company are 
presented herein in accordance with United 
States generally accepted accounting principles, 
which vary in certain respects from Japanese 
accounting principles. In the financial statements 
distributed by the Company to its stockholders 
(which have been prepared in conformity with 
Japanese accounting principles), the Company 
reported net income of ¥77,031 million 
($264,507 thousand) in 1991, and ¥40,253 
million ($287,521 thousand) in 1990, and stock- 
holders’ equity of ¥528,303 million ($3,773,593 
thousand) at March 31, 1991, and ¥502,672 
million ($3,590,514 thousand) at March 31, 
1990. 


Deferred policy acquisition costs in Japan refer 
to commissions and brokerage costs of acquiring 
insurance policies on which the premiums will 
accrue in the future. The unearned premiums are 
deferred and amortised over the term of the pol- 
icies so that the premiums are matched with the 
related acquisition costs. 

It is clear from the above that this company 
adopts accounting policies that conform with 
Japanese GAAP that are extremely prudent com- 
pared with those reported under US GAAP. 


Orix (20) 

Orix is a financial company with its main inter- 
ests in the leasing industry. The company does not 
have any overseas listings but produces consoli- 
dated accounts prepared on the basis of both 
Japanese GAAP and US GAAP. The information 
shown in Table 8 is disclosed and filed with the 
Ministry of Finance in Tokyo. 

This statement reveals that profits are much 
lower under Japanese GAAP than under US 
GAAP showing a much greater degree of conser- 
vatism in reported profits in Japan in this area of ` 
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Table 6 
Differences between US GAAP and Japanese GAAP: 
Mitsubishi Bank 
31 March 1991 31 March 1990 
Japanese GAAP 
Ordinary revenue 
Ordinary profit 
Current profit 
US GAAP 
Ordinary revenue 
Ordinary profit 
Current profit 
Japanese/US = 
Estimated result for next year 
Japanese GAAP 
4,700,000 
190,000 
100,000 


4,341,609 
180,332 
90,053 


3,859,224 
270,173 
142,593 


4,341,609 
224,619 
102,186 

88.13% 


3,809,152 
301,258 
138,451 

102.99% 


US GAAP 

4,700,000 
230,000 
110,000 


Ordinary revenue 
Ordinary profit 
Current profit 
Japanese/US = 90.91% 


N.B. Ordinary or operating profits are obtained by deduct- 
ing operating expenses from sales (ordinary revenue). Current 
profits are obtained by deducting items such as interest and 
foreign exchange gains/losses from operating profit. Extraordi- 
nary profits/losses are then added/deducted along with income 


tax to obtain net profit. 


the financial sector. In addition to information 
on current levels of profits, the company prepares 
a 12 month forecast which again emphasises the 
conservative nature of Japanese financial report- 
ing, with profits based on Japanese GAAP being 
about 35% of those reported in accordance 
with US GAAP. The reason why profits and sales 
differ so significantly is primarily due to the way 
in which lease contracts are accounted for. In 
the Japanese accounts the ‘operating method’ of 





accounting for direct financing leases is used 
whereas the ‘financing method’ is used in the 
consolidated accounts prepared in accordance 
with US GAAP. The result is that income is 
concentrated towards the latter part of the lease 
term using Japanese GAAP whereas, under US 
GAAP, income is recognised over the léase term 
so as to yield a constant rate of return on the 
unpaid balance of the lessee’s obligation under the 
lease. 


Table 7 
Reconciliation statement: the Tokio Marine and Fire Insurance Company 


31 March 1991 31 March 1990: 

Net income (Japanese GAAP) 40,253 37,031 
Add: 

Excess of change in underwriting reserves 

in report to stockholders over change in 

unearned premiums in the financial statements 

Deferred policy acquisition costs 

Other 
Deduct: 


32,379 
19,576 
7,540 


33,934 
13,973 
5,552 


Additional provision for losses incurred 
but not reported 
Income taxes (deferred taxation) 
Other 
Net income (US GAAP) 
Japanese/US = 


(2,593) 
(9,300) 


(4,619) (7,969) 
83,2 ; 
48.36% 50.08% ` 
N.B. A reconciliation was not provided for 1989 although the net income reported to 


shareholders using Japanese GAAP was ¥44,092m and the comparable figure based on Us. l: 
GAAP was Y92,978m. The Japan/US comparison is 47.41%. a 


(6,380) 
(2,200) 
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Table 8. 
Differences between US GAAP and Japanese GAAP: Orix 


31 March 1991 31 March 1990 
Japanese GAAP 
Operating revenues (sales) 973,949 848,299 
Operating profit 29,372 27,823 
Ordinary profit 21,261 25,378 
Current profit (net income) 7,244 7,240 
US GAAP 
Operating revenues (sales) 445,384 316,042 
Profit before tax 40,482 40,006 
Current profit (net income) 20,109 19,307 
Current profit Japanese/US = 36.02% 37.50% 
Estimated result for next year 

Japanese GAAP US GAAP 
Ordinary profit 21,500 43,000 
Current profit (net income) 7,300 21,000 
Current profit Japanese/US = 34.76% 


N.B. Under Japanese GAAP, operating profit represents the results of 
deducting cost of sales and selling, general and administrative expenses 
from operating revenues. Ordinary profit is the result of adding or 
subtracting other income and expenses (such as gains from the sale of 
securities) to or from operating profit. Current profit is calculated by 
adding/subtracting gains/losses on the sale of fixed assets, taxes, minority 
interests, goodwill amortisation, and equity earnings from affiliates, from 
operating profit. 





Analysis and results tative differences already outlined are those that 
may be important in comparing consolidated ac- 

Table 9 summarises the major differences be- counts prepared in accordance with US GAAP and 
tween US and Japanese GAAP highlighted by the Japanese GAAP. However, all the companies filing 
12 entities disclosing such information. The quali- 20-F reports follow US GAAP and, with the 


Table 9 i 
Company identification of accounting policy differences between 
US and Japanese GAAP 


Number of companies recognising differences 12 

Provision for deferred taxes 12 

Foreign currency translation 11 

Recognition of warrant value 

Accruals for certain expenses 

Consolidation of subsidiaries and implementation of 
equity accounting 

Accounting for leases 

Treatment of pensions 

Appropriation for special allowances 

Valuation of marketable securities 

Stock issue expenses 

Accounting for stock dividends 

Accounting for business combinations 

Recognition of expected losses on purchase and sale 
of commissions 

Instalment sales on accruals basis 

Inventory valuation 

Excess of change in underwriting reserves 

Deferred policy costs 


1 “J 


— = DOD oN 


Rl +--+ 
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exception of Mitsubishi, do not prepare consoli- 
dated financial statements in accordance with 
Japanese GAAP. Thus, the characteristics high- 
lighted by the companies themselves represent 
the intermingling of differences: first, those that 
may result in comparing consolidated accounts 
prepared in accordance with US GAAP with 
those that may have arisen if prepared in ac- 
cordance with Japanese GAAP; secondly, those 
differences that arise from a comparison of 
GAAP used in preparing the parent company 
accounts in Japan with principles used to pre- 
pare consolidated accounts in accordance with 
US GAAP. As a result, the qualitative differ- 
ences already discussed may differ somewhat 
from those identified by the companies them- 
selves. 

Table 10 summarises differences that have 
either been identified by the companies themselves 
or else may be deduced from the financial state- 
ments. For example, while only 12 companies 
identified deferred taxation as a major difference 
between Japanese GAAP and US GAAP, all 
19 companies provided sufficient disclosure for 
the difference to be apparent. The discussion 
that follows is based on accounting policy differ- 
ences shown in Table 10 and serves to relate 
the earlier discussion on qualitative differences 
with the research findings. The order of dis- 
cussion is on the basis of frequency of differ- 
ences that may be identified in the financial 
statements. 


Deferred Taxes 

For the period being considered SFAS 96 was 
optional and was not applied by Japanese compa- 
nies. As a consequence all the companies under 
review used the deferral method of accounting for 
deferred taxes, as required by APB Opinion No 11, 
in their annual reports filed with the SEC. Since 
deferred taxation is not accounted for in Japan it 
is possible that this may be an important differ- 
ence, in terms of frequency of occurrence, in 
accounting principles for the period under review. 
Indeed, every Japanese company filing a 20-F 
report with the SEC referred to this as a com- 
ponent part of significant differences between the 
two countries. However, the fact that Japanese 
financial reporting is substantially influenced by 
taxation requirements is likely to reduce the signifi- 
cance of deferred taxation. Table 11 shows that the 
difference in the accounting principle between the 
two countries is not significant in any of the three 
years scrutinised. For example, in 1991 Japanese 
profits were 3.27% higher than the US profits; in 
1990 Japanese profits were 0.89% higher; and in 
1989 they were 1.84% lower. In all of the three 
years the difference was not significant at either the 
5% or 10% levels. The Wilcoxon test confirms this 
finding. 
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These results, based on deferred taxes intro- 
duced by Japanese companies in their 20-F reports, 
contrasts sharply with those for UK companies 
established by W&G. They found that for each of 
the years 1986 to 1988 the differences were signifi- 
cant at the 10% level and for 1987 and 1988 
significant at the 5% level. 

The distribution of indices classified by level 
of materiality is shown in Table 12. As W&G 
found for the UK, the indices are concentrated 
in the +5% of US profit category. However, 
whilst W&G found that outliers were a problem, 
it is noticeable that the standard deviation of 
the deferred tax indices for Japanese companies 
was lower in each of the three years considered 
here compared with the indices on UK com- 
panies. 

W&G found that there was a significant differ- 
ence between the partial provision for deferred 
taxation in the UK and comprehensive tax allo- 
cations as in the US. However, that difference is 
more substantial than that between (1) Japanese 
financial accounts that are based, to a large extent, 
on tax requirements but with no provision for 
deferred taxes, and (ü) financial accounts based 
more on economic substance with comprehensive 
tax allocations as in the US. 

Makita provides an illustration of deferred tax 
disclosure and the reasons for the incidence of 
timing differences. 


Makita 

The fall in the Japanese stock market in 1990 
and 1991 had an effect on the valuation of mar- 
ketable securities and consequently on deferred 
taxation. The aggregate market value of the 
current and non-current marketable equity securi- 
ties exceeded aggregate cost in the year to 30 
September 1989 but subsequently the reverse 
occurred as security market values fell sharply. 
This was reflected in the deferred tax account 
by debits to the income statement prior to 31 
December 1989 and substantial credits to the 
profit and loss account in later periods (see Table 
13). 


Foreign Currency Translation 

Seventeen of the 19 companies identified their 
accounting policy with respect to foreign currency 
translation and 11 stated that this was an area in 
which there was a material difference between 
Japanese GAAP and US GAAP. Nine companies 
quantified the extent of the gains/losses on foreign 
currency translation, including Honda which dis- 
closed the accounting policy followed by the fol- 
lowing information: 


Foreign currency translation gains/(losses) in- 
cluded in the determination of net income for 
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Table 11 
Descriptive statistics on deferred taxation 


St dev 
0.172 
0.209 
0.101 


Year N 
1991 19 
1990 19 1.0089 
1989 19 0.9816 
N Wilcoxon 
Year for test statistic P value 
1991 19 112.5 0.247 
1990 19 102.0 0.397 
1989 19 76.5 0.778 


Mean 
1.0327 


each of the years in the three-year period ended 
March 31, 1991 were as follows: 


US dollars 
(thousands) 
Yen m note 2 
1989 1990 1991 1991 
Y12,167 Y(24,126) ¥9,320 $66,099 


In addition, seven companies provided infor- 
mation on foreign currency hedging activities and 
four identified the amount involved at the year- 
end. In general, hedging was undertaken against 
foreign currency receivables and payables and the 
resulting gains or losses were credited or charged 
to income in the current period. Thus, some com- 
panies provided information on foreign currency 
transactions although none quantified the differ- 
ence between implementing Japanese GAAP and 
US GAAP in this area. 


Accounting for Leases 

Ten companies identified that leased assets were 
capitalised to conform with US GAAP. In prac- 
tice, Japanese companies do not capitalise finance 
leases in their Japanese corporate annual reports 


Tabłe 12 
Partial index of conservatism: deferred taxation 
Level of materiality 
Japanese profits 10% or more below 
the US profit 
Japanese profits 5% or more below 
the US profit but less than 10% below 
Japanese profit within +5% of 
US profit 
Japanese profit 5% or more above the 
US profit but less than 10% above 
Japanese profit 10% or more above the 
US profit 


Range: Lowest value 
Highest value 


ABR 23⁄92— C 
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SE mean t 
0.039 0.83 
0.048 0.19 
003 —0.79 

Estimated 

median 
1.033 
1.013 
0.9842 


(Cooke and Kikuya, 1992, p. 230) and capitalisa- 
tion is a major difference between Japan and the 
US. Seven companies quantified the extent of 
leased assets. 


Recognition of Warrant Value and Accruals for 
Certain Expenses 

Seven companies identified the treatment of 
warrants and the accrual for certain expenses to be 
material differences between US and Japanese 
GAAP but none provided any useful information 
on these issues in either descriptive or numerical 
form. 


Treatment of Pensions 

Five companies identified compliance with US 
GAAP in this area and while there was some 
quantified disclosure of pension obligations the 
information was not useful in determining differ- 
ences between US and Japanese GAAP. 


Consolidation of Subsidiaries 

None of the four companies that identified 
this as an important difference between the US 
and Japan provided any quantification of those 


Index values 
0.9000 and below 
0.9001--0.9500 
0.9501~-1.0499 
1.0500~-1.0999 
1.1000 and above 


19 
0.716 
1.491 


19 
0.501 
1.419 
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Disclosure of deferred income taxes: Makita Corporation 


31 March 


Estimated retirement 
and termination 
allowances and other 
accrued expenses 


Valuation of inventories 

Intercompany profits 

Undistributed earnings of 
overseas subsidiaries 

Valuation of marketable 
securities 

Other 

Deferred taxes 

Of which deferred tax: 

Domestic 

Foreign 


Seven months 
ard eight days 
ended 30 September 


Year ended 
20 February 
1989 


(757) 
157 
109 


(1219) 
(189) 


(1408) 


differences. This is because the companies involved 
did not prepare consolidated accounts in accord- 
ance with Japanese GAAP and therefore had not 
considered the impact of differences in this area. 
Rather the accounts revealed that the preparers 
were comparing the parent company accounts filed 
in Japan with the consolidated accounts filed in the 
US. Thus, statements of elimination of inter-com- 
pany transactions were made. 


Implementation of Equity Accounting 

As with the consolidation of subsidiaries, com- 
panies seem to be comparing Japanese parent 
company accounts with consolidated accounts pre- 
pared in accordance with US GAAP. As a result 
there is likely to be a material difference between 
cost, as recorded at the parent company level, and 
equity accounting, as recorded in the consolidated 
accounts. Highlighting equity accounting as a ma- 
terial accounting difference between the two 
countries is somewhat misleading because equity 
accounting would have to be applied to affiliates if 
consolidated accounts were prepared in accord- 
ance with Japanese GAAP. 


Appropriation for Special Allowances 

None of the three companies identifying this 
as an area of difference between the US and 
Japan provided any details of what the allowances 
constitute. 


Valuation of Marketable Securities 

Makita demonstrates the importance of the val- 
uation of marketable securities to deferred taxation 
and highlights one important difference between 





Japanese GAAP and US GAAP.’ Prior to 31 
December 1989 losses from the valuation of mar- 
ketable equity securities for tax and financial ac- 
counting purposes in Japan were greater than 
those recognised under US GAAP. This probably 
arose because the lower of cost or market method 
is applied on an individual security basis in Japan, 
whereas in the US a portfolio basis is applied. This 
means that during a period of rising stock prices, 
the aggregate market value is usually greater than 
the aggregate cost and therefore there is no need 
for a valuation allowance according to SFAS No. 
12. However, for Japanese tax and financial ac- 
counting purposes write-downs would be necessary 
for some securities as even during a general in- 
crease in security prices some 3ecurities would 
suffer price falls that bring the valuation below 
cost. As a result, such write-downs would be 
introduced into the financial statements in accord- 
ance with Japanese GAAP but would be reversed 
to comply with US GAAP because unrealised 
gains would exceed unrealised losses on a portfolio 
basis, given a rising market. Since this is a timing 
difference under APB Opinion Ne. 11 (the loss for 
tax purposes was recognised earher than for US 
reporting purposes, i.e. pre-tax accounting income 
is greater than taxable income), a deferred tax 
liability would need to be provided with a deferred 
tax expense in the profit and loss account. 

After 31 December 1989 the decline in the 
aggregate market value below aggregate cost led to 
the valuation allowance computed on an individual 


See the deferred tax illustration shown in Table 13. 
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basis being in excess of the valuation based on a 
portfolio basis. This led to the reversal of the 
deferred tax liability to income and, in the case of 
Makita, the reversing effects for the six months 
ended 31 March 1990 and for the year ended 31 
March 1991 were greater than the originating 
effects of the previous two periods. 


Stock Issue Expenses 

Two companies identified this as an area of 
difference between the US and Japan but no 
further information was supplied. 


Accounting for Stock Dividends 

Makita notes the difference in accounting treat- 
ment of stock dividends between Japan and the 
US. However, the company did not comply with 
the US requirement to transfer an amount equal to 
the market value of the shares issued. ‘Had such 
free distributions been accounted for in this man- 
ner, additional paid-in capital as of March 31, 
1991, would have increased by approximately 
¥115,072 million (US$816,113 thousand), with a 
corresponding decrease in retained earnings; total 
shareholders’ equity would have remained un- 
changed’. Since there was no mention in the audit 
report of lack of compliance with US GAAP in this 
respect it may be assumed that the auditors con- 
sidered this to be immaterial. 


Accounting for Business Combinations 

Kyocera was the only company that stated that 
-accounting for business combinations was a major 
adjustment to the parent company accounts. How- 
ever, if the company had prepared consolidated 
accounts in accordance with Japanese GAAP a 
decision would have to be made as to how such 
transactions should be accounted for in the same 
way that a decision had to be made to comply with 
US GAAP. For the period under review, Kyocera 
acquired two companies: one was accounted for as 
a purchase and the other using the pooling of 
interests approach. Both approaches are permitted 
in Japan although the purchase: method is more 
common. 


Recognition of Expected Losses on Purchase and 
Sale Commitments 

Mitsui identified this as a material difference but 
no information was supplied on what these losses 
involve and how the accounting treatment differs 
between the two countries. 


Instalment Sales on Accruals Basis 

In Japan, it is usual to recognise sales when the 
goods are delivered, but where a business is subject 
to particular uncertainties revenue may be recog- 
nised when the instalment payments are either due 
or are received. Such an approach is backed up by 
tax regulations which permit profit recognition on 
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an instalment basis for contracts that have a 
completion date of at least two years. Under US 
GAAP, it is usual to account for revenues from 
instalment sales at the transaction date with a 
provision for uncollectible items. Only in excep- 
tional circumstances may revenues be treated on an 
instalment basis. Mitsui identified this as a material 
difference between Japan and the US but did not 
provide any quantified information. 


Excess of Change in Underwriting Reserves and 
Deferred Policy Costs 

These accounting issues relate to specialist com- 
panies in the insurance sector and are not cited in 
the literature as being areas of major differences 
between Japan and the US. These issues were 
highlighted by Tokio Marine and Fire Insurance 
and covered in the above case study material. 


Inventory Valuation 

While the valuation of inventories is cited in the 
literature as a difference between Japan and the US 
none of the companies filing a 20-F report made 
this point. 


Goodwill 

While goodwill was not mentioned by any of the 
companies as representing a material difference 
between US and Japanese GAAP it is noticeable 
that some of the companies extended the amortisa- 
tion of goodwill on consolidation beyond the five 
years normally allowed under Japanese GAAP. 
Sony states that goodwill is amortised over 40 
years, Kyocera uses a period not exceeding 20 
years, Mitsui periods of between five and 20 years, 
TDK 10 years, Pioneer between five and 10 
years, whereas NEC uses a five year amortisation 
period. l 


Other Issues 

The following accounting issues, which were 
raised in the early section on qualitative differ- 
ences, were not raised ás important considerations 
by Japanese companies: dividends; auditors’ remu- 
neration; directors’ bonuses; depreciation; capitali- 
sation of borrowing costs; and research and 
development expenditure. It appears that either the 
differences in accounting policies in these areas 
were not material or that the Japanese companies 
followed US GAAP. 


Discussion and summary 

This paper has sought to add to the qualitative 
and quantitative literature on profit comparisons 
between the US and Japan. International account- 
ing differences may present problems, not only for 
investors, but also for capital market and account- 
ing regulators. Historically, differences in the ex- 
tent of disclosure between the US and Japan have 


476 


meant that the majority of Japanese companies 
seeking an overseas listing has avoided the US 
because of the consequential competitive costs. 

Only two Japanese companies prepare and pub- 
lish consolidated accounts in accordance with both 
US and Japanese GAAP and only one of these files 
a 20-F report with the SEC. This presents a 
problem for investment analysts who wish to com- 
pare Japanese companies that prepare their ac- 
counts on different bases. This occurs because 
those companies that prepare consolidated finan- 
cial statements in accordance with US GAAP and 
file them with the SEC are allowed also to file them 
with the Ministry of Finance in Tokyo instead of 
consolidated accounts prepared in accordance with 
Japanese GAAP. This problem has been recog- 
nised by the Ministry of Finance in Ordinance No. 
41 issued on 25 December 1990.” From 1 April 
1995 Japanese companies must file consolidated 
accounts prepared in accordance with Japanese 
GAAP with the appropriate stock exchange and 
the Ministry of Finance. Unless the SEC allows 
Japanese companies to file consolidated accounts 
prepared in accordance with Japanese GAAP, 
which seems unlikely, it will be necessary for those 
filing 20-F reports to prepare consolidated ac- 
counts on both bases. Those companies involved 
opposed the change, principally because it would 
increase preparation costs. 

It is difficult to generalise with such a small 
population but it is possible that there is a pro- 
nounced difference in profit comparisons in the 
financial sector between the US and Japan that is 
not so acute in the manufacturing sector. Of the 
seven Japanese companies that did not specifically 
identify any differences, six are in manufacturing 
and the seventh, NTT, is in the communications 
sector. One explanation is that the accounting 


“Regulations concerning the terminology, forms and prep- 
aration methods of the consolidated financial statements.’ 
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differences between the two countries are less 
pronounced in these sectors than in others. This 
seems a more plausible theory than the alternative: 
that these well-known Japanese companies suffer 
from ‘disclosure shyness’. Testing these alternative 
theories will be possible after 1995. Another way of 
considering the problem 1s to ask why the Mit- 
subishi Bank is the only Japanese company that 
produces consolidated accounts in accordance with 
both Japanese and US GAAP and files a 20-F 
report with the SEC. It is possible that a bank 
operating in the investment markets in both Japan 
and the US feels that the political pressures to 
disclose are more acute than for other industrial 
sectors. 
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Auditor Lobbying for Accounting Standards: 
The Case of Banks and Savings and Loan 


Associations 


Heidi Hylton Meier, Pervaiz Alam and Michael A. Pearson* 


Abstract—-This study examines auditor lobbying on seven proposed US accounting standards which affect banks 
and savings and loan associations, Evidence is provided in support of the Watts and Zimmerman (1982, 1986) theory 
on auditor lobbying. Watts and Zimmerman (WZ) hypothesise that auditor lobbying is a function of the 
client-manager position and a set of wealth effect variables. These variables may provide an incentive for auditors 
to disagree with their clients on proposed accounting issues. The WZ model is modified by including an audit risk 
variable. Results show that the model is statistically significant and that the identified wealth and audit risk effects 
are significant explanatory variables of auditor lobbying behaviour. 


Introduction 


The purpose of this study is to examine auditor 
lobbying on accounting standards in the US using 
a model which posits that such lobbying is influ- 
enced by the client-manager position (as reported 
in comment letters to the Financial Accounting 
Standards Board), audit risk, and the standard’s 
effect on auditor wealth. Statements of position 
submitted to rule-setting bodies, a form of lobby- 
ing, have been a subject of interest to the public 
and to governmental entities (see Brown, 1981). 
Rule-setting bodies normally document these state- 
ments of position. A number of authors (e.g., 
Haring, 1979; Watts and Zimmerman, 1982, 1986; 
Puro, 1984; MacArthur, 1988) have chosen to 
study these statements, seeking the factors that 
affect the lobbying positions of auditors. This 
study examines the positions of independent audi- 
tors and their banking and savings and loan (S&L) 
clients on proposed accounting standards relating 
to financial institutions. These institutions were 
chosen because of the recent concerns regarding 
financial reporting differences between generally 
accepted accounting principles (GAAP) and regu- 
latory accounting practices (RAP)! used by S&Ls, 
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See Arnold (1988) for a roundtable discussion on this issue. 


the numerous bank and S&L failures, and the 
allegations that auditors could have been able to 
mitigate many of the recently publicised financial 
institution problems (Berton, 1989). 

In this study we modify the Watts and Zimmer- 
man auditor lobbying model (1982, 1986) to exam- 
ine auditor lobbying on accounting issues affecting 
banks and S&Ls. The model is operationalised 
using proxies derived from current accounting 
literature. The following section briefly reviews the 
background literature on auditor lobbying. Next, 
in the research methodology section, the research 
hypotheses, the accounting issues examined, the 
auditor lobbying model, and the data collection 
procedures are described. The research results are 
then presented, followed by a summary and con- 
clusions. 


Auditor lobbying for accounting standards 


Agency theory provides an explanation of why 
client-managers lobby in favour of or against a 
proposed accounting issue. Jensen and Meckling 
(1976) demonstrate that the relationship between 
stockholders and management is that of principal 
and agent. Agents act to protect their own interests 
unless they are monitored and bonded. As a result, 
bonus and debt contracts are written to ensure that 
management will perform in a manner consistent 
with stockholders’ and bondholders’ interests. The 
use of accounting numbers in these contracts 
provides management with an incentive to use 
accounting methods that portray the most favour- 
able financial results. Hence, client-managers 
lobby in favour of proposed accounting standards 
that will permit the use of accounting methods 
which will result in the most favourable accounting 
numbers. 
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Analysing from the principal-agent perspective, 
Benston (1985) notes that a manager's demand for 
auditing exists because a manager wishes to pre- 
vent the owner from discounting the firm’s finan- 
cial statements. However, in a large professionally 
managed firm, ownership is often so diffuse that 
the power to hire and fire an auditor is delegated 
to management, thus giving management the op- 
portunity to influence auditor lobbying positions. 

Watts and Zimmerman (1982, 1986) argue that 
the auditor’s position on a proposed standard is 
positively related to the client-manager position. 
However, the auditor’s position is not solely deter- 
mined by the client’s position. For instance, client- 
managers will oppose complex standards which 
require additional auditing because it will increase 
internal accounting expenses and audit fees. On the 
other hand, auditors will support such complex 
standards because it will increase their audit rev- 
enues. Thus, positions of both client-managers and 
auditors will be affected by a standard’s effect on 
wealth. Watts and Zimmerman describe the client- 
manager and the auditor positions as follows: 


Client position = f(standard’s effect on both 
l firm value and management’s 
compensation) 

Auditor position = f(standard’s effect on both 
the client’s firm value and on 
the available set of account- 
ing/auditing procedures; and 
the standard’s potential for 
wealth transfer to the audi- 
tor) 


Watts and Zimmerman (1982, 1986) reject the 
null hypothesis of no association between client 
and auditor positions on accounting standards. 
They argue, however, that wealth factors create 
incentives for auditors to disagree with their clients 
and, hence, are explanatory variables in their audi- 
tor lobbying model. In this study we modify their 
model by including an audit risk variable.* We 
argue that the auditor’s position on a proposed 
standard is a function not only of wealth effects but 
also of an audit risk effect. Auditors will favour 
standards which decrease audit risk. 


Research methodology 


This section presents the research methodology 
used to investigate auditor lobbying on proposed 
accounting issues affecting banks and S&Ls. The 
research hypotheses are presented, followed by the 
accounting issues examined. Then the auditor 
lobbying model is described, along with the data 
collection procedures used. 


We thank an anonymous reviewer for suggesting this 


variable. 
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Research Hypetheses 

We argue that the auditor’s lobbying position on 
a proposed accounting standard is a function of a 
client preference variable, a monitoring effect vari- 
able, an audit risk variable, and an income effect 
variable. Thus, the following research hypotheses 
are investigated. 


Client Preference Hypothesis 

Haring (1979) tested the hypothesis that an 
auditor’s lobbying position on a proposed ac- 
counting standard is associated with the majority 
of his or her clients’ positions because client-man- 
agement has the power to hire ard fire the audi- 
tors.’ Watts and Zimmerman (1986) argue that 
auditors lobby in favour of specialised accounting 
procedures in which they have developed expertise. 
These auditors also attract a clientele of firms that 
prefer these accounting procedures. In such in- 
stances, both auditors and client companies lobby 
in favour of such standards because it increases 
their wealth position. Following Haring and Watts 
and Zimmerman, we argue that auditors lobby in 
support of their client-managers’ positions. Thus, 
the following hypothesis, in alternate form, is 
proposed: . 


H,: Auditors’ positions on a proposed stan- 
dard are positively associated with the 
positions of their banking and S&L 
clients. 


Monitoring Effect Hypothesis 

Auditors monitor client-agency contracts ex- 
pressed in accounting numbers (Jensen and Meck- 
ling, 1976). Proposed accounting standards which 
restrict the set of available accounting procedures 
reduce the usefulness of accounting numbers in 
contract monitoring and. auditing. Thus, auditors 
will oppose those standards that reduce the de- 
mand for their contract monitoring role. Hence, 
the following hypothesis, in alternate form, is 
proposed: 


H,: Auditors’ positions on a proposed stan- 
dard are negatively associated with the 
decreasing contract monitoring effect of 
the proposed standard. 


Audit Risk Hypothesis 

A competing hypothesis to the monitoring effect 
hypothesis is that auditors may support restric- 
tions of available accounting procedures in order 
to reduce audit risk. Firth (1985) shows that audit 
risk is a significant explanatory vaziable for audit 
fees. This implies that auditors may support some 
standards if increased audit risk results in an audit 
fee premium. An auditor’s willingness to accept 


Haring (1979) did not find any significent association be- 
tween auditor and client positions. 
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certain kinds of audit work may be moderated by 
the associated increase in audit risk (see Berton, 
1992). Standards which increase audit risk signifi- 
cantly may not be viewed as worth the revenue 
generated from the audit work. For instance, pro- 
posed standards which suggest non-traditional 
accounting practices (e.g., current cost data and 
forecasted statements) may increase audit risk, 
and the perceived cost of this increased risk 
might exceed the increased audit fee revenue 
the proposed standards would provide. Thus, 
the following hypothesis, in alternate form, is 
provided: 


H,: Auditors’ positions on a proposed stan- 
dard are negatively associated with the 
effect on audit risk of the proposed 
standard. 


Income Effect Hypothesis 

The client-manager’s position is assumed to be a 
function of the standard’s effect on both the firm’s 
reported earnings and the client-manager’s com- 
pensation. Accounting standards that increase re- 
ported earnings are likely to be supported by the 
client-manager and those that decrease reported 
earnings will be opposed. Managers, working in 
their self-interest, are likely to support standards 
which increase reported earnings even when they 
do not increase firm value because of the positive 
effect of such standards on managers’ compen- 
sation.’ Auditors will support those standards 
which increase their clients’ net income and the 
accounting value of the firm because such increases 
will positively affect their audit fees’ (Puro, 1984; 
Watts and Zimmerman, 1982, 1986). Hence, 
the following hypothesis, in alternate form, is 
proposed: 


H,: Auditors’ positions on a proposed stan- 
dard are positively associated with the 
accounting income-effect of the proposed 
standard. 


Accounting Issues Examined 

To determine significant accounting issues 
affecting banks and S&Ls, an industry guide pub- 
lished by Ernst & Whinney (1984) was consulted. 
From this guide, a list was compiled of seven of the 
accounting issues formally addressed by the 
Financial Accounting Standards Board (FASB).° 


“Healy et al. (1987) found no evidence that, subsequent to 
changes in accounting methods, reported earnings are trans- 
formed to earnings under the original accounting method for 
computing compensation awards. 

‘Large firms are known to pay higher audit fees compared to 
smaller firms (see Simunic, 1980; Watts and Zimmerman, 1986). 

*Even though these issues may affect industries other than 
financial institutions, the majority of the documented lobbying 
positions for each of these mutually exclusive issues were from 

ial institutions. 
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The issues are described by the following list of 
Statements on Financial Accounting Standards 
(SFASs), Technical Bulletins (TBs),’ and an Invi- 
tation to Comment (ITC): 


1. SFAS No. 15: Accounting by Debtors and 
Creditors for Troubled Debt Restructurings; 
Exposure Draft issued December 1976. 

2. SFAS No. 65: Accounting for Certain Mort- 
gage Banking Activities; Exposure Draft issued 
February 1982. 

3. SFAS No. 72: Accounting for Certain Acqui- 
sitions of Banking or Thrift Institutions; Ex- 
posure Draft issued October 1982. 

4. SFAS No. 80: Accounting for Futures Con- 
tracts; Exposure Draft issued July 1983. 

5. TB 85-1: Accounting for the Receipt of Federal 
Home Loan Mortgage Corporations Partici- 
pating Preferred Stock; proposed Technical 
Bulletin issued January 1985. 

6. TB 85-2: Accounting for Collateralized Mort- 
gage Obligations; proposed Technical Bulletin 
issued October 1984. | 

7. ITC: Accounting for Non-Refundable Fees and 
Costs Associated with Originating or Acquiring 
Loans; issued September 1984. 


Once the accounting issues had been 
identified, each was analysed to determine the 
effect that each proposed accounting standard 
would have on auditor wealth and audit risk. This 
information was then used to establish the ex- 
pected signs of individual wealth effect and audit 
risk variables. Table 1 shows the most critical 
policy questions on each of the accounting issues 
examined. 


Auditor Lobbying Model 

Watts and Zimmerman (1982, 1986) formulate 
their model by providing for a client preference 
variable and by examining the effect that a 


"Technical Bulletins (TBs) are issued by the FASB staff to 
address issues that are not directly covered by existing stan- 
dards; they provide guidance for particular situations. In 1984, 
the status of the TB was changed so that emerging problems 
and specialised industry accounting questions could be ad- 
dressed. The FASB also modified the procedures for the 
issuance of TBs so that all newly proposed TBs are made 
available for comment and are considered by the FASB at a 
public meeting. 

*An Invitation to Comment is issued by the FASB as a means 
of seeking comments and inviting readers to identify the issues 
that should be included in the FASB project. This approach is a 
preliminary step in the due process system and precedes the 
development of an Exposure Draft of a Statement of Financial 
Accounting Standards. 


Table 1 
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Policy Questions on Identified Accounting Issues 


SFAS No. 


SFAS No. 


SFAS No. 


SFAS No. 


SFAS No. 


SFAS No. 


SFAS No. 


SFAS No. 


TB 85-1 


TB 85-2 


ITC A 
ITC B 
ITC C 
ITC D 


ISA 


15B 
65A 


65B 
NA 


Should the fair value of assets received by a creditor include unearned interest 
calculated by using a risk related discount rate? 

Should the valuation allowance for restructured receivables be disclosed separately? 
Should mortgage loans and mortgage-backed securities held for sale be reported at 
the lower of cost or market value? 

Should the proposed statement require the reporting of the amount at which 
mortgage loans were sold to affiliated enterprises? 

Should the amortisation period of goodwill resulting from the merger or acquisition 
of a bank or S&L be related to the long-term interest bearing assets acquired? 
Should financial assistance provided by a regulatory agency in connection with 
mergers or acquisitions of banks or S&Ls be accounted for as a part of that 
combination if the receipt of the assistance is probable and reasonably estimable? 
Should gains or losses be recognised currently to the extent that the futures contract 
is not effective as a hedge? 

Should additional disclosures be required? 

Should the receipt of the preferred stock dividend from the Federe! Home Loan 
Mortgage Corporation by S&Ls which are members of the Federal Home Loan 
Banks be recorded as an asset? 

Should collateralised mortgage obligations be accounted for as a hability by the 
issuer until all future economic benefits to be received from the underlying collateral 
are surrendered and no future payments are required by any affiliate of the issuer? 
Should accounting for loan origination fees be based on the view that originating 
loans are a separate revenue generating activity? 

If originating loans is viewed as a separate revenue generating activity, should loan 
origination fees be recognised as part of income, immediately? 

Should accounting for commitment fees be based on the view that making loan 
commitments is a separate revenue generating activity? 

Should loan acquisition costs be recognised as an expense when they are incurred? 


proposed accounting standard would have on the 
wealth of an auditor, decomposing the wealth 
change into three components: the monitoring, 
make-work,’ and income wealth effects. They 
model the audit firm as a single person and avoid 
incorporating any gaming between the auditors 
and managers.’° 


"The make-work variable represents the transfer of wealth 
from the client to the auditor resulting from proposed standards 
which require complicated accounting procedures and increased 
audit work. For instance, certain accounting standards require 
disclosure of more information or use more complicated ac- 
counting procedures. These standards impose additional costs 
on client firms (see Firth, 1985). While these additional costs 
may decrease client size, they may also increase auditor wealth 
by increasing the total demand for auditing services. Stmunic 
(1980) and Firth (1985) found that the more complex the 
accounting systems of client companies are, the higher the audit 
fees. The make-work effect could be measured by determining 
the number of additional hours spent by the auditor as a result 
of the new standard. 

To the extent that there is actual gaming between the 
managers and the auditors, our use of the Watts and Zimmer- 
man (1982, 1986) model and the test of auditor lobbying would 
be deficient. See Amershi, Demski and Wolfson (1982) for a 
discussion on the concept of ‘gaming’. 





To test our hypotheses, the following modified 
form of the Watts and Zimmerman model (1982, 
1986) was used:!! 


Pi, = Bx + Bi, Ni /N, + Ba Mys 
+ BAR, + Bui +u, (1) 
where 


P, =the position of auditor j on standard s, 
P,=1 if auditor supports standard s, 
P, = 0 if auditor opposes standard s; 

N, =the total number of aucitor j’s clients 
lobbying on standard s; 

N; = the number of auditor j’s cients favouring 
standard s less the number of auditor j’s 
clients opposing it; 


Watts and Zimmerman (1982, 1986) identify three wealth 
effect factors: monitoring effect, make-work effect, and income 
effect. Based on the review of the exposure drafts, proposed 
technical bulletins, and Invitation to Comment, none of the 
proposed standards examined in this study were sufficiently 
complex to increase significantly the accounting and audit work 
for client companies. (Examples of standards which signif- 
cantly increase accounting and audit work ars lease and pension 
accounting standards.) Therefore, we exclude the make-work 
effect variable from our model. 
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M;,=the change in auditor fs wealth from 
auditing due to standards changing the 
relative costs of using accounting numbers 
in monitoring contracts; 

AR, = the change in auditor j’s audit risk due to 
the effect of proposed standard s; and 

Y, = the change in auditor j’s wealth due to the 
effect of standard s on the client’s future 
reported earnings. 


The first variable (N; /N,) in the model is the 
client preference variable. As previously noted, the 
sign of this variable is hypothesised to be positive. 
Auditors are expected to lobby in favour of their 
clients’ positions because differences of opinion on 
proposed accounting issues between the client 
companies and their auditors may eventually lead 
to the replacement of the auditors. 

The second variable (M,,) represents the transfer 
of wealth from client to auditor due to a changing 
demand for voluntary auditing for contract moni- 
toring purposes. Chow (1982) demonstrates a posi- 
tive association between the number of accounting 
measures in a firm’s debt covenants and the prob- 
ability that the firm voluntarily engages external 
auditing. However, Foster (1980) observes that 
not all debt covenants use accounting numbers. In 
fact, new accounting standards which restrict the 
available set of accounting procedures may lead 
client companies to use non-accounting procedures 
for contract monitoring. Thus, elimination of 
accounting procedures previously considered opti- 
mal for contract monitoring may lead to a de- 
creased demand for voluntary auditing (Watts and 
Zimmerman, 1982, 1986). 

Based on the work of Dhaliwal (1980), Kelly 
(1985), and Duke and Hunt (1990), the debt to 
asset ratio is used as the proxy for the monitoring 
effect variable.'* Dhaliwal (1980) used the debt to 
equity ratio as a proxy for debt covenant restric- 
tions. Kelly (1985) showed that increased leverage 
is associated with a higher likelihood of debt 
covenant violations. Recently, Duke and Hunt 
(1990) demonstrated that the debt to asset ratio is 
a good proxy to measure closeness to debt 
covenant restrictions. They found that various 
versions of a debt-equity proxy (including the debt 
to asset ratio) are positively related to the existence 
and tightness of covenant restrictions. 

The sign of the contract monitoring effect vari- 
able is expected to be negative since all seven 
proposed standards examined restrict the set of 
available accounting procedures, thereby reducing 
the demand for auditing of accounting numbers 
used in contract monitoring and ultimately de- 
creasing auditor wealth. This occurs when account- 
ing procedures which were previously viewed as 


2Debt to equity is not used as a proxy measure of leverage 
because financial institutions generally report low levels of 
equity. 
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being optimal for contracting purposes may be 
eliminated, forcing management to seek alternative 
non-accounting measures for monitoring con- 
tracts. 

The third variable (AR,,) measures the effect on 
audit risk of the proposed standard. Accounting 
standards which increase (decrease) audit risk and 
which the auditors also oppose (support) are coded 
‘T. On the other hand, those standards which 
decrease (increase) audit risk and which auditors 
oppose (support) are coded ‘0’. Policy questions 
(Table 1) SFAS No. 65A, SFAS No. 65B, SFAS 
No. 72A, SFAS No. 80B, TB 85-2, and ITC-D are 
classified as reducing audit risk because they call 
for additional disclosure. On the other hand, SFAS | 
No. 15A, SFAS No. 15B, SFAS No. 72B, SFAS 
No. 80A, TB 85-1, and ITC-B are treated as 
policy questions which pertain to increased audit 
risk because they require use of non-traditional 
accounting procedures. ITC-A and ITC-C are 
classified as having no effect on audit risk; there- 
fore, they were not included. The sign of the audit 
risk dummy variable is expected to be negative 
because, in general, auditors would oppose pro- 
posed standards which increase audit risk. 

The fourth variable (Y,) measures the income 
effect, representing the effect of standard s on the 
client’s reported earnings and its impact on man- 
agement compensation. Proposed accounting stan- 
dards which increase income are coded ‘1’ and 
those standards which decrease income are coded 
‘0’. Two standards are coded ‘1’ for their income- 
increasing effect (TB 85-1 and SFAS No. 80) and 
the remaining standards are coded ‘0’ for their 
income-decreasing effect. The sign of the income 
effect dummy variable is expected to be positive 
because auditors will support standards which 
increase client reported income and the accounting 
value of the firm. 


Data Collection 

Three types of data were required to complete 
this study: (1) data concerning the position of 
auditors and their banking and S&L clients on 
specific accounting issues addressed by the FASB; 
(2) identification of the auditor for each bank and 
S&L institution providing comments to the FASB; 
and (3) financial statement data. This information 
was gathered from several sources as indicated 
below. 


Position on Accounting Issues 

The public record of the FASB contains all the 
written and oral comments received in response to 
its proposals. The comments received by the FASB 
on the proposed standards, technical bulletins, and 
the ITC for the identified financial institution 
issues were used to determine the positions of 
auditors and their banking and S&L clients. 
Specifically, the auditors, banks and S&Ls submit- 
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Table 2 
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Descriptive Statistics for Financial Institations Submitting Comments on the Proposed Accounting Issues 


(Smillions) 


SFAS No. 15 SFAS No.65 SFAS No.72 SFAS No. 80 TB85-1 TB 85-2 


Total Assets 
Mean 
Standard Dev. 
Median 

Total Deposits 


$15,467 
21,010 
5,405 


$10,960 
14,215 
4,398 


11,855 
16,541 
4,069 


7,398 
9,135 
3,315 
Net Income 
Mean 
Standard Dev. 
Median 
Number of 
Financial 
Institution 
Submissions 37 17 


859 
961 
591 


715 
863 
319 


$15,286 
30,700 
3,382 


8,983 
18,771 
1,574 


505 


2,601 
101 


36 52 


ITC 


$19,260 
26,607 
8,286 


$57,015 $ 9,317 
62,245 23,541 
45,531 1,115 


15,232 
24,990 
5,728 


5,342 
14,461 
711 


1,026 416 


1,562 1,203 
706 31 


229 


SFAS No. 15 Accounting by Debtors and Creditors for Troubled debts 
SFAS No. 65 Accounting for Certain Mortgage Banking Activities 
SFAS No. 72 Accounting for Certain Acquisitions of Banking or Thrift Institutions 


SFAS No. 80 Accounting for Futures Contracts 


TB 85-1 Accounting for the Receipt of Federal Home Loan Mortgage Corporation Participating Preferred 


Stock 


TB 85-2 Accounting for Collateralized Mortgage Obligations 
ITC Accounting for Non-Refundable Fees and Costs Associated with Originating or Acquiring Loans 


ting a comment on each identified accounting issue 
listed in Table 1 comprised the population for each 
issue. 

Responses to the policy questions listed in Table 
l are recorded using the following coding scheme: 
a ‘yes’ response (i.e., a response in favour of the 
idea expressed in the question) received a ‘1’; a ‘no’ 
response (ie. a response opposed to the idea 
expressed in the question) received a ‘0’; and, if it 
could not be determined whether the respondent 
was in favour of or opposed to the question, a 
blank value was assigned. 


Identification of Auditors 

In order to examine the lobbying relationship 
between independent auditors and their clients, 
auditors and clients were matched for the year of 
the release of the proposed standard, technical 
bulletins, and ITC. This matching of auditors and 
clients was accomplished through several means. 

Who Audits America and Moody’s Bank and 
Finance Manual were consulted for the years of the 
lobbying activities, which were the years that the 
proposed standards, technical bulletins, and the 
ITC were released. However, these sources pro- 
vided auditor information only for commercial 
banks and large S&Ls. Auditor information for the 
unlisted S&Ls was obtained either from the re- 
gional offices of the Federal Home Loan Bank 





Board (FHLBB) or by contacting the financial 
institutions directly. 


Financial Statement Data 

Financial information on each institution was 
obtained for the year in which the proposed ac- 
counting rule was to become effective. Total assets 
and net income were used as a measure of size of 
the financial institutions. Financial statement data 
for banks were obtained from annual reports; data 
for S&Ls were obtained from the FHLBB tapes. 

The financial statements prepared by the 
FHLBB are primarily for regulatory purposes and 
have been prepared in accordance with RAP. 
Although the accounting principles used are fairly 
close to GAAP, there are several important differ- 
ences. These differences include the classification of 
subordinated debentures as an element of capital 
and the deferral of gains and losses on the sales of 
loans and other assets. Adjustments were made to 
the FHLBB data? and a test of sample mean 


The FHLBB data were adjusted by excluding deferred 
losses from total assets and subtracting the after-tax effect of 
any increases in the deferred loss account from net income for 
the period. Any amortisation of deferred loss2s was treated as a 
prior period adjustment and the after-tax effect was added back 
to net income. In addition, subordinated debentures were 
reclassified to be abilities rather than elements of capital. 
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Table 3 
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Auditor and Client Positions on Policy Questions Derived from Proposed Accounting Issues 


No. of Financial 
No. of Auditors Institutions 
Favouring /Opposing Favouring {Opposing 


Issue Policy Question Issue 

SFAS No. 15A Discounting using a risk related rate 7/1 16/13 

SFAS No. 15B Restructured receivables disclosed 4/4 9/24 
separately 

SFAS No. 65A Mortgage loans, mortgage-backed 7/0 6/10 
securities reported at lower of cost or 
market value 

SFAS No. 65B rting amount mortgage loans were 5/2 10/4 
sold to affiliated enterprises 

SFAS No. 72A  Amortisation period of goodwill 4/5 3/29 

SFAS No. 72B Financial assistance provided by a 6/3 9/5 
regulatory agency 

SFAS No. 80A Gains or losses be recognised currently on 3/4 6/27 
futures contract not a hedge 

SFAS No. 80B Additional disclosures regarding futures 2/5 5/17 
contracts 

TB 85-1 Preferred stock dividend from Federal 6/0 121/1 
Home Loan Mortgage Corporation, 

TB 85-2 Collateralised mortgage obligations as a 5/2 6/1 
liability by the issuer 

ITC A Loan origination fees are a separate 5/7 87/25 
revenue generating activity 

ITC B Loan origination fees recognised as 4/8 90/28 
Income immediately 

ITC C Commitment fees are separate revenue 7/5 90/13 
generating activity 

ITC D Loan acquisition costs expensed when they 6/6 92/7 
are incurred 

Totals 71/52 550/204 


Note: The number of financial institutions is different from the number reported in Table 2 because more 
than one comment may come from an institution and/or because in some instances the position (favouring 
or opposing) could not be determined from the comment letters. 


differences was performed to determine statistically 
significant differences between average assets and 
GAAP adjusted assets and average net income and 
GAAP adjusted net income for each’ accounting 
issue. The results of these tests reveal that none of 
the differences between the averages of unadjusted 
and GAAP adjusted balances are statistically sig- 
nificant at a 0.05 level. Therefore, for purposes of 
this analysis, only the unadjusted data were used. 


General Description of Respondents 

Table 2 presents summary statistics about the 
size of the financial institutions that responded to 
each of the seven previously identified accounting 
issues. Table 3 provides auditor and client pos- 
itions on the policy questions derived from the 
accounting issues. The tables show that the number 
of client responses for TB 85-2 (Accounting for 
Collateralized Mortgage Obligations—an income- 
decreasing standard) is the lowest and that TB 85-2 
was favoured (Table 3) by mostly large-sized insti- 
tutions. The number of client responses to TB 85-1 


(Accounting for the Receipt of Federal Home 
Loan Mortgage Corporations Participating Pre- 
ferred Stock—an income-increasing standard) is 
the highest and TB 85-1 was favoured (Table 3) by 
mostly smaller sized institutions. Using total 
assets, this preliminary evidence suggests that 
smaller sized firms favour income-increasing stan- 
dards and the larger sized firms favour income- 
decreasing standards.'* These statistics support 
Watts and Zimmerman’s (1986, 1990) political- 
cost hypothesis. 


Multivariate results and analysis 


Probit analysis was used to estimate the par- 
ameters of the lobbying model, and asymptotic 


“Watts and Zimmerman propose that large firms oppose 
income-increasing standards for fear of increased political costs 
resulting from undue public attention and the possibility of 
relatively larger wealth transfers imposed on them when they 
report higher net income. 
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t-tests were used to test the significance of the 
coefficients of the model. Data for all accounting 
Issues were pooled due to the small sample sizes for 
individual issues. In several cases when the models 
were estimated using individual issues, the probit 
algorithm failed to converge. The overall signifi- 
cance of the model equation was tested using the 
Wald chi-square statistic and the pseudo R? 
(Aldrich and Nelson, 1984; Amemiya, 1981). The 
model estimation was based on a sample of 94 
auditor comments and 539 client comments. (The 
number of auditor comment observations was 
reduced from 123 to 94 and the number of client 
comment observations was reduced from 754 to 
539. The reduced sample is used because of missing 
financial institution data and because ITC-A and 
ITC-C have no effect on the audit risk variable.) 
Only those financial institution clients whose pos- 
itions could be clearly determined were included in 
the model estimation. 


Test of Client Preference Hypothesis 

The client preference hypothesis tests the re- 
lation between the positions of auditors and their 
financial institution clients on the proposed ac- 
counting issues affecting these institutions. Table 4 
shows that the client preference variable coefficient 
(Bia) is positive and statistically significant at the 
0.05 level. Thus, the client preference hypothesis 
that a positive relationship exists between auditor 
and banking and S&L client positions on account- 
ing standards affecting financial institutions is 
supported. 


Test of Monitoring Effect Hypothesis 

Each of the accounting standards examined in 
this study restricts the number of alternative ac- 
counting procedures. The proxy used to represent 
the monitoring wealth effect is the average debt to 
asset ratio of each of auditor j’s financial insti- 
tution clients." The sign of the monitoring effect 
coefficient (Ba) was predicted to be negative; that 
is, auditors are expected to lobby against those 
standards which restrict the available set of ac- 
counting procedures used in debt contract moni- 
toring. Such standards reduce the demand for 
auditing and consequently decrease auditors’ 
wealth. 

In order to test this monitoring argument, we 
performed a t-test of differences between the mean 
value of clients’ debt to total asset ratios associated 
with auditors opposing the proposed standards 
and the client mean value for auditors favouring 
the proposed standards. The mean of the debt to 


Debt to asset ratio is measured by calculating the mean of 
debt to asset ratios of the clients of each auditor. As we are 
interested in capturing the auditor lobbying position, we aver- 
age the debt to asset ratio of the client companies for each 
auditor. 
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Table 4 

Probit Estimates of the Auditor Lobbying 
Model Pi. = Bx + BNN, + BxMy + BAR, + 
Ba Y, + By 


Coefficient 


Estimates 

Expected sign (t-values) 
Bos 6.29326* 
(2.91169) 

Bis 0.79612* 
(8.60524) 

Ba — 6.73604* 
(— 2.92383) 

Bx —0.35573* 
(— 2.70723) 

B< 0.84562* 
(5.43989) 


No. of Observations 94 

Model chi-square 119.071 

Pseudo R? 0.56 
[chi-square/(n + chi-square)] 

*Significant at the 0.05 level 


P, = the position of auditor j on standard s; P, = I 
if auditor supports standard s, P, = 0 if auditor 
opposes standard s 

N,/N;, = client preference variable 

a = the total number of auditor Ps clients lobby- 
ing on standard s 

N; = the number of auditor j’s clients favouring 
standard s less the number of auditor j’s clients 
opposing it 

M,, = the change in auditor j’s wealta from audit- 
ing due to standard s changing the relative 
costs of using accounting numbers in monitor- 
ing contracts. This variable is measured as the 
average debt to asset ratio of each of auditor 
j's financial institution clients 

AR, = the change in auditor j’s audit risk due to 
the effect of proposed standard s. Accounting 
standards which increase (decrease) audit risk 
and which the auditors also oppose (support) 
are coded ‘I’. Standards which decrease (in- 
crease) audit risk and which auditors also 
oppose (support) are coded ‘0’. 

Y, = the change in auditor js wealth due to the 
effect of standard s on the clienz’s future re- 
ported earnings. 


asset ratio of client companies whose auditors 
opposed the proposals is higher and the t-test is 
significant (n = 539; p < 0.05). This suggests that 
auditors whose financial institution clients’ debt to 
asset ratio is higher tend to oppose the proposed 
standards because the proposals restrict the set of 
available alternative accounting prccedures. 
Multivariate results in Table 4 show that the 
monitoring effect coefficient is statistically signifi- 
cant at the 0.05 level and the predicted sign is 
achieved. Therefore, the contract monitoring hy- 
pothesis is supported and the sign produced is 
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Table 5 
Univariate Analysis of the Income Effect for Large, Small and All Chent Firms 


Panel A 
Income -Increasing Standards 
(TB 85-1 and SFAS No. 80) 


Auditor Position Client Position 

















Large Firms Small Firms All Firms Large Firms Smail Firms All Firms 

# % # t # % # % # % # % 
Favoured 13 56.5 130 84.4 143 80.8 12 52.2 120 71.9 132 74.6 
Opposed 10 43.5 24 15.6 34 19.2 11 47.8 34 22.1 45 25.4 
23 100.0 154 10.0 177 100.0 23 100.0 154 100.0 177 100.0 

Chi-square = 10.03, p < 0.01 Chi-square = 7.00, p < 0.01 
Panel B 
Income-Decreasing Standards 
(TB 85-2, ITC, SFAS No. 15, SFAS No. 65 and SFAS No. 72) 
Auditor Position Client Position 

Large Firms Small Firms All Firms Large Firms Small Firms All Firms 

# % # % # % # % # % # % 
Favoured 2⁄7 48.2 152 49.7 179 49.5 30 53.6 208 68 238 65.8 
Opposed 29 51.8 154 503 183 50.5 26 46.4 98 32 124 34.2 
56 100.0 306 100.0 362 100.0 56 100.0 306 100 362 100.0 








Chi-square = 0.04, p < 0.9 
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Chi-square = 4.36, p < 0.05 


Note: A client firm is classified as large (small) if its total assets are more than one standard deviation greater 
(less) than the mean value of total assets of firms lobbying. The total number of auditor positions is 


matched by the clients’ positions. 


consistent with the Watts and Zimmerman (1982, 
1986) lobbying argument. 


Test of Audit Risk Hypothesis 

Probit estimates in Table 4 show that auditors 
lobby against those standards which increase their 
audit risk exposure. The sign of the audit risk co- 
efficient ($4) is negative, as hypothesised, and is stat- 
istically significant at the 0.05 level. These results 
suggest that auditors are risk averse: they tend not 
to support proposed accounting rules which rec- 
ommend non-traditional accounting practices in 
which they may not have the requisite expertise 
and experience. High audit risk from the proposed 
rule may result in future litigation costs and loss of 
goodwill due to adverse publicity (Firth, 1985). 


Test of Income Effect Hypothesis 
Watts and Zimmerman (1982, 1986) argue that 
managers’ positions on proposed accounting stan- 


dards will depend on the effect of the proposed 
standard on the firm’s reported earnings used in 
the compensation plans. Thus, managers are more 
likely to oppose standards that reduce reported 
earnings than standards that do not reduce re- 
ported earnings. Empirical evidence demonstrates 
that most firms use reported earnings after ac- 
counting changes for computing management 
compensation. Healy, Kang and Palepu (1987) 
show that there is no evidence that compensation 
committees adjust reported earnings to the original 
accounting method following changes in account- 
ing methods. 

Table 5 provides a univariate analysis of the 
income effect variable classified by large, small, 
and all firm groups. This table shows that more 
client firms favour income-increasing standards 
(74.6 percent) than income-decreasing standards 
(65.8 percent). Panel A shows that smaller client 
firms were more in favour of income-increasing 
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standards than larger client firms (smaller 
firms = 77.9 percent; larger firms = 52.2 percent; 
chi-square = 7.00, p < 0.01). This is consistent with 
Watts and Zimmerman’s (1986) political cost hy- 
pothesis that larger firms avoid reporting unusu- 
ally high net income. Panel B depicts similar 
lobbying behaviour on the part of client firms. 
Most client firms (65.8 percent) supported income- 
decreasing standards with smaller firms more in 
favour than larger firms (smaller firms = 68 per- 
cent; larger firms = 53.6 percent; chi-square = 4.36, 
p < 0.05). The results in Panel B are not consistent 
with the political-cost hypothesis, suggesting that 
small firms are not particularly sensitive to the 
potential income-decreasing effect of the proposed 
standard. | 

Panel A of Table 5 also shows that most auditors 
(80.8 percent) favoured income-increasing stan- 
dards. Furthermore, they lobbied in the same 
direction as their clients; auditors of smaller firms 
lobbied more in favour of income-increasing 
standards than auditors of larger firms (smaller 
firms = 84.4 percent; larger firms = 56.5 percent; 
chi-square = 10.03, p<0.01). The evidence in 
Panel B is not statistically significant. Therefore, 
we cannot conclude that auditors would oppose 
those standards which decrease client income. 
Overall, these results indicate that auditors favour 


income-increasing standards and small client com- ` 


panies support income-increasing standards more 
than the large client companies. 

Multivariate analysis in Table 4 uses a dummy 
variable to capture the income-increasing effect of 
SFAS No. 80 and TB 85-1 and the income-decreas- 
ing effect of the five remaining standards. Results 
show that the income-effect variable is positive and 
Statistically significant at the 0.05 level. This im- 
plies that auditors favoured those standards which 
produced an income-increasing effect and opposed 
those which had an income-decreasing effect. 
These results are consistent with the previously 
reported univariate statistics and to some extent 
with Puro’s (1984) work.'® The model chi-square 
and the pseudo R2, also reported in Table 4, 
provide information concerning the quality of 
the fit and the explanatory power of the probit 
model. The model is significant at the 0.01 
level and has a pseudo R? of 0.56. Table 6 pre- 
sents the correlation matrix of the independent 
variables."” 


Puro (1984) also used the income effect variable. However, 
her results on the income effect variable were inconsistent across 
models. 

"The correlation matrix indicates a lack of a serious multi- 
collinearity problem. Judge, Griffiths, Hill and Lee (1980) 
describe a serious multicollinearity problem as one where the 
correlation among explanatory variables is greater than 0.8 or 
one where the correlation coefficients are greater than the R? 
value, 
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Table6- ` | 
Correlation Matrix of Independent Variables 


Nid Ny 


| NN 1.00000 
AR, 


M, AR, ` Y, 
—0.24407 0.08081 0.16718 
1.00000 —0.08980 —0.11369 


1.00000 0.37596* 
Y, i 1.00000 


*Significant at the 0.044 level 
Note: See Table 4 for description of variables 


Summary and conclusions 


Watts and Zimmerman (1982, 1986) argue that 
auditor lobbying 1s a function of both a client’s 
position on a proposed standard and three auditor 
wealth effect variables. We modify this model to 
include an audit risk variable. The results of this 
study show that the coefficients of the auditor 
lobbying model are significant and in the predicted 
direction for each of the variables: client prefer- 
ence, monitoring, audit risk, and income effect. 
These findings support the argument that the 
auditor’s lobbying position on a proposed ac- 
counting standard is a function of both the client’s 
position on the standard and the effect of the 
proposed standard on audit risk and auditor ` 
wealth. 

The results of this study must be generalised with 
caution because an industry specific sample has 
been used. Further, the data for this study are 
limited to positions incorporated into comment 
letters submitted to the FASB on the seven ac- 
counting standards only. Additionally, the limited `: 
number of responses does not permit us to test 
lobbying with respect to each issue separately. - 

Several extensions of this study are suggested. 
The lobbying model used in this study could be 
tested on accounting issues affecting other indus- 
tries to determine the universality of the model. 
Another important area is an examination of how 
comments submitted by the banks and S&Ls and 
their independent auditors are used by the FASB 
in the actual rule-setting process. Finally, an ex- 
tended model including other components of audi- 
tor wealth (such as a tax and/or consulting services 
wealth effect of proposed standards) could, be 
examined. 
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The Appraisal of Ordinary Shares by 
Investment Analysts in the UK and 


Germany 


Richard Pike, Johannes Meerjanssen and Leslie Chadwick* 


Abstract—-This paper reports the findings of a two-country survey of the approaches to and information used by 
investment analysts. It examines the changes in the ordinary share appraisal approaches adopted by UK analysts 
over the past decade, and investigates the differences between British and German analysts in share appraisal 
methods, goals and information sources. The principal findings are that G) deregulation and the introduction of new 
technology to the UK market has had little impact on the equity appraisal approach employed by analysts other 
than the greater reliance placed on personal contact with companies, and (ii) UK analysts are no more ‘short-termist’ 
than their German counterparts in assessing ordinary shares. 


Introduction 


Arnold and Moizer (1984a) (hereafter A & M) 
observed that: ‘Surprisingly little evidence exists 
about the appraisal methods used by UK invest- 
ment analysts’. The position today is little changed. 
While some useful contributions have been made 
(e.g. À & M, 1984b; Day, 1986; Pike et al., 1988; 
Mear and Firth, 1988), most of the findings pre- 
date the major changes experienced by the Stock 
Market during the latter half of the 1980s, which 
may well have influenced the procedures adopted 
by investment analysts. 

Investment analysts are investors in their own 
right (e.g. acting as fund managers) but also act as 
advisers to institutional and personal investors. As 
such, their actions can have important repercus- 
sions on the stock market or the economy as a 
whole. This cross-country study into the behaviour 
of investment analysts was undertaken for two 
principal reasons. Firstly, as outlined earlier, rela- 
tively little research has been conducted in the UK, 
or indeed any European country, to investigate the 
behaviour of individual analysts when performing 
a share appraisal. The profession has come under 
increasing scrutiny after its inability to predict a 
number of notable corporate failures; it has been 
accused of ‘short-termism’ and superficiality in 
analysing available information. 

Secondly, the last decade has seen a dramatic 
change in the workings of the UK stock market, 
while the German stock market is currently under- 
going major reforms. In the UK, introduction of 
new technology and the 1986 changes known as 


*The authors are members of the University of Bradford’s 
Management Centre. They are grateful to an anonymous 
referee for helpful comments. 
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‘Big Bang’ have fundamentally changed the struc- 
ture of the market. To what extent has the ap- 
praisal of ordinary shares by UK analysts changed 
since A & M°s study ten years ago, and how 
does it differ from that employed by German 
analysts? 

This study pursues two related objectives: 


1. To examine the changes in the approach to 
appraising ordinary shares by UK investment 
analysts over the past decade during which 
fundamental market developments have oc- 
curred, This involves a comparison of the 
results of our survey with those of the similar 
survey by A & M conducted ten years ago. 

2. To compare the approaches and goals 
adopted and information sources employed 
by UK analysts in evaluating shares with 
those of their German counterparts. 


Regarding the first objective, a number of stud- 
ies have examined the approaches adopted and 
information sources employed by analysts (e.g. 
A & M, 1984a and b; Lee and Tweedie, 1981; Day, 
1986; Mear and Firth, 1988; Gonedes and Dopuch, 
1988; Ohlson, 1989). Of greatest relevance to this 
study is that by A&M which involved both in- 
depth interviews within six firms and a survey of 
202 investment analysts. 

A & M described analysts as seeking to arrive at 
a ‘buy, sell or hold’ recommendation on the com- 
pany’s shares. To do this task, fundamental analysis 
was almost always the preferred approach: 


The common general pattern involved at- 
tempts to predict a company’s share price at 
some time in the future, usually not more than 
one year ahead. Most frequently, this predic- 
tion involved estimating earnings for the 
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current year and applying an ‘appropriate’ 
price-earnings ratio to the estimated earnings 
in order to predict future market price. Pre- 
dicted market price was then compared to the 
current market price to see if the share looked 
currently over- or under-valued. (1984a, 


p. 197) 


The ‘appropriate’ ratio was derived from con- 
sideration of a variety of information sources, but 
no clear picture emerged as to how this judgement 
was made. 

Also of importance in attempting to assess the 
underlying value of a share, but well behind the 
P/E approach, were the company’s estimated fu- 
ture dividend yield and net asset value. Finance 
theory argues that, rather than looking at account- 
ing earnings capitalised by a P/E ratio, share 
valuation should be based on forecast cash flows 
discounted at a rate commensurate with the share’s 
degree of market risk. However, despite the aca- 
demic respectability of the discounted cash flow 
(DCF) technique, A & M found it to be used only 
infrequently. Although mathematically appealing, 
analysts viewed DCF as inappropriate, given the 
inexact nature of the investment. Day’s (1986) 
in-depth survey of UK analysts supports this 
finding. 

The A & M survey found that technical analysis, 
which attempts to interpret future price move- 
ments from past share prices, was of far less 
perceived usefulness to analysts. Beta analysis, 
which has been at the centre of modern portfolio 
theory in the finance literature, was barely used at 
all in normal share appraisal procedures. Day 
(1986) and À & M (1984a) identified a variety of 
information sources used by investment analysts in 
appraising shares; discussion with company man- 
agement was viewed as the most important source 
of information outside the annual accounts. 

The 1986 stock market reforms in the UK 
fundamentally changed the structure of the indus- 
try. The ‘Big Bang’ was introduced to consolidate 
the UK’s Stock Exchange as the leading stock 
exchange in the European time zone. For the first 
time, corporate members (both domestic and 
foreign) were admitted to the Stock Exchange, 
minimum commissions were abolished and dual 
capacity introduced. For a detailed analysis of the 
reforms and their implications, see McDougall 
(1985), Clements (1987), Goodhart (1987) and 
Terry (1985). 

At the same time there was an unprecedented 
technological build-up. A new electronic market- 
place was introduced displaying greater market 
information and a complete record of trading. It is 
suggested that these changes, together with the 
introduction of a large number of new analysts as 
a consequence of the reforms, may have influenced 
the approach adopted by analysts when appraising 
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equity shares. To the authors’ knowledge, this is 
the first study to address whether ‘Big Bang’ and 
the subsequent lower transaction costs and im- 
proved efficiency have significantly affected the 
approaches and information used by analysts. 

The notion that technical analysis and funda- 
mental analysis can be employec to spot over or 
under-valued shares assumes that the market takes 
some time to react to changes in expectations, thus 
providing analysts with the opportunity to take 
advantage of information which has not yet been 
impounded in the share price. The stock market’s 
greater efficiency following recert reforms would 
seem to leave little room for analysts to capture 
any benefits from technical analysis, if they exist, 
which assumes that the market is not even weak- 
form efficient. We would therefore expect to ob- 
serve a further decline in the useftiness of technical 
analysis, at the same time seeing a gradual take-up 
of theoretically preferred methods, such as DCF 
and beta analysis, based on modern portfolio 
theory, as their merits are more widely appreciated. 

Regarding the second objective, comparing the 
approaches, goals and information sources 
adopted by UK analysts with those of their Ger- 
man counterparts, little empirical literature is 
available. However, comparison of the stock mar- 
ket environments for the two countries (discussed 
in the following section) indicates that at the time 
of the study the German market was less efficient. 
This is borne out by a number of 2mpirical studies, 
for example, Darrat (1987), Gocdhart and Smith 
(1985), Goodhart (1987), Keane (1983), Beaver 
(1983) and Apostolopoulos (1986). Using the same 
logic as before, this leads us to suggest that techni- 
cal analysis may be given more emphasis by Ger- 
man analysts than UK analysts. 

This objective also addresses the issue of short- 
termism. As discussed in the next section, British 
institutional investors do not have the same close, 
long-term relationship with industry as is to be 
found in Germany. British analysts may therefore 
tend to take a shorter-term view on a share than 
their German counterparts (see Williams, 1991; 
Bannock, 1981). 


Comparison of the UK and German stock 
markets 


Four key differences in the operating environ- 
ment between UK and German analysts are high- 
lighted. 


Structural Differences in the Equity Markets 

In 1973, eight separate stock exchanges from 
Britain and Ireland merged to form the single 
International Stock Exchange of the United King- 
dom and the Republic of Ireland, based in London 
(LSE). In contrast, at the time of the study, 
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Germany had a fragmented stock exchange con- 
sisting of eight legally independent exchanges at 
different locations throughout the country, 
although Frankfurt and Düsseldorf have between 
them accounted for more than three quarters of the 
total turnover. This apart, the two markets exhibit 
many similar characteristics, particularly regarding 
the various listing requirements. Since the Third 
Market ceased to operate in London, the market 
width for the two countries has become broadly 
similar. 

More recently, the German government has 
given backing for Finanzplatz Deutschland as a 
financial centre. Germany’s eight stock exchanges 
have agreed to join together, under one roof, to 
form the Deutsche Börse (German Exchange). This 
should enable them to provide a wider range of 
financial services and to build up their underdevel- 
oped equity market (Waller, 1992). New technol- 
ogy is being promoted to recapture some of the 
business which has been lost to London in recent 
years. 


Differences in International Importance 

London is a major world centre for the trading 
and distribution of both domestic and inter- 
national equities, reflecting the importance of eq- 
uity financing to UK businesses and the role of 
London as an international distribution centre. 
London has the fourth largest domestic equity 
market in the world by capitalisation, and only 
NASDAQ has more companies listed. At Frank- 
furt, the major German Exchange, the market 
capitalisation of domestic companies is less than 
half that of the LSE (Davies and Latter, 1989). 

In turnover terms, the magnitude of the LSE is 
similar to that of all the German Exchanges put 
together. In 1990 the LSE was the third largest 
equity market by turnover (Table 1), totalling £305 
billion, almost one-half being foreign equity trade. 
Turnover on the Federation of German exchanges 
especially Frankfurt, grew markedly in 1990, actu- 


Table 1 
Turnover of Domestic and Overseas Equities 1990 
(£ billions) 


Exchange 


NYSE LE = 
Tokyo 730.3 7.9 
London 157.1 147.8 
German Exch's 286.6 6.7 
NASDAQ 243.2 15.9 
Osaka 140.4 * 
Paris 64.9 2.5 


Domestic Foreign Total 
748.5 
738.2 
304.9 
293.3 
259.1 
140.4 

67.4 


Source: Worthington (1991). ** data not available 
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ally surpassing that on the LSE in the beginning of 
1991 as a result of unification euphoria. 


Differences in Operational Procedures 

There has been an unprecedented technological 
build-up on London’s financial markets during the 
1980s. Above all, the electronic marketplace, the 
Stock Exchange Automated Quotation System 
(SEAQ), was introduced, displaying market infor- 
mation and a complete recording of all trading 
done on the Stock Exchange. The introduction of 
these new trading arrangements was accompanied 
by a movement of business away from the Ex- 
change floor to dealing rooms, where transactions 
are made by telephone on the basis of information 
carried on screens. In contrast, the majority of 
dealing on the German market still takes place 
using an open outcry system. Each security is 
allocated a physical location on the exchange floor. 
The Official Exchange Brokers participate in the 
determination of the price of the orders in hand, by 
setting a price that enables the greatest match 
between open buy and sell orders. The fixed price 
so determined applies to all contracts in that 
security for that session. Variable prices are deter- 
mined for larger listed companies by means of a 
continuous quotation process, with the Exchange 
Broker ensuring that prices are adjusted to reflect 
the open orders. Reforms are under way, but at the 
time of the survey the German exchange lagged 
well behind its British counterpart in terms of 
technology and operating efficiency (i.e. speed and 
cost of dealing, etc.). I 

The driving force behind the actual and intended 
reforms at both stock exchanges is the need to 
increase efficiency and liquidity, not only to im- 
prove the service available to investors and bor- 
rowers, but also to enhance competitiveness as 
international financial centres. The decision to 
scrap the LSE’s proposed paperless share-settle- 
ment system (‘Taurus’) in March 1993 and the 
Government’s retention of stamp duty on domestic 
share transactions are evidence that there is still 
much to be done in this regard. 


Differences in Industrial Management by Insti- 
tutional Investors 

Whereas in 1963 private persons held almost 
60% of all UK equities, now almost two-thirds of 
all shares in British companies are held by the 
investing institutions, the pension funds, insurance 
groups and investment and unit trusts (Williams, 
1991). Investment policies of the institutions have 
changed considerably down the years, notably 
because post-war falls in money values encouraged 
investment in domestic equities, as a hedge against 
inflation. 

The argument is that the pressure on insti- 
tutional investors’ portfolios to perform is much 
greater. This pressure has not only led fund 
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managers to increase their activity in managing 
funds, but accordingly to adopt a more short-term 
view when it comes to their investments. This takes 
the form of the assertion that excessive emphasis is 
placed on a company’s current profit performance 
and dividend payment, neglecting important long- 
term investments such as research and develop- 
ment. Williams (1991) argues that the pressure 
from financial institutions—the brokers, analysts 
and some investment banks—‘has been short-ter- 
mist and remorseless’. In contrast, Marsh (1990) 
found ‘no evidence that shares are priced in a way 
which emphasises their short rather than long-run 
prospects’. 

Investors in Germany have tended to favour 
bonds in preference to equity, only around 5 per 
cent of private persons owning shares (Waller, 
1992). Most of the institutional power in Germany 
is exercised by or through the banks, ‘house-banks’ 
providing all the financial services required by a 
customer under one roof. This situation has gener- 
ally led to a much closer relationship between a 
bank and its customer, which also often includes 
an equity stake in the company. Germany’s three 
biggest banks currently own around 30 per cent of 
the Borse. 

In addition to their own shareholdings, which 
give them voting rights at company meetings, the 
banks can represent customers who have deposited 
shares with them (Depotstimmrecht). Bannock 
(1981) found that the assignment of proxies in this 
way is common practice in Germany. According to 
the Aktiengesetz (Public Companies Act) of 1965, 
a bank is required to ask customers for instructions 
on how to vote and put forward its own sugges- 
tions. Yet very few customers make use of this 
right to instruct the bank, and where no instruction 
is given the bank is entitled to use the votes in 
accordance with its own recommendations. 

This situation has given the banks considerable 
power to influence corporate policy. However, 
unlike UK fund managers, German bankers have 
less interest in high cash dividends at the expense 
of growth, or short-term gains (Bannock, 1981). 
They are more interested in long-term potential 
which secures capital growth and the repayment of 
their loans. Thus, the German stock market plays 
a more limited role in corporate life than does the 
UK stock exchange. 

The changes mentioned earlier via the ‘Big Bang’ 
to the UK stock exchange should have resulted in 
greater market efficiency. This, it is considered, 
could lead UK analysts to place less emphasis on 
technical analysis, which attempts to interpret fu- 
ture price movements from past share prices, and 
greater emphasis on discounted cash flow and beta 
analysis techniques as their merits and the limi- 
tations of the P/E approach become more widely 
appreciated. Unlike many German investors, 
British institutional investors do not have a par- 
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ticularly close, long-term relationship with indus- 
try. British analysts are therefore expected to take 
a shorter-term view than German analysts. 


Research design, questionnaire and sample 
selection 


Given the aims of our study, we viewed the best 
way of gathering the information required to be a 
behaviour-based survey approach. An alternative 
to this method is to adopt a market-based study 
(e.g. Kaplan, 1978; Beaver, 1981). However, a 
market-based study examines only the aggregate 
market reactions to information and offers little 
insight into the decision processes involved in 
reaching a purchase or sale recommendation. 
Hence, we adopted an approach that focuses on 
the individual analyst’s behaviour rather than on 
market reactions, even though such information is 
more difficult to acquire and assess. 

Given the need to obtain a sufficiently large and 
representative sample for analysis, a postal ques- 
tionnaire approach was adopted as the vehicle for 
gathering the data. The advantages and disadvan- 
tages of questionnaires as a survey method are 
discussed in Glock (1967), Erdos (1983), and 
Moser and Kalton (1985). 

After reviewing existing literature we developed 
a first draft of the questionnaire. This was pilot 
tested on three analysts employed within different 
financial institutions. The final version contained 
15 questions, most assessments being on a seven- 
point scale of importance. The questionnaire ad- 
dressed to the German Sample of analysts was a 
translation of the questionnaire used for their UK 
counterparts. The layout and order of questions 
were identical. 

The companies to be approached in the two 
countries were chosen from two different publi- 
cations. The British sample was selected from the 
City Directory (1990). The population included the 
member firms of the British Merchant Banking and 
Securities Houses Association, and member firms 
of the LSE. These two groups are made up of 264 
independent firms from which 69 (26%) were 
randomly selected. 

A senior UK equity analyst in each company 
was informed by telephone of the forthcoming 
questionnaire and asked for cooperation. Repre- 
sentatives of 13 firms declared that they did not 
maintain a research department in Britain. Five 
stated that they could not see any benefit for their 
company in filling out questionnaires and six com- 
panies were na longer in existence or could not be 
contacted. This left 45 firms willing and able to 
participate in the study. The sample of participat- 
ing firms was extended by including eight firms 
selected from the Association of Unit Trusts, and 
from major UK insurance companies employing 
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Table 2 
Sample Response Rates 


UK Sample 
Type of Firm 


Sent 


Bank 

Unit Trust 
Investment Mgt. 
Stockbroker 
Insurance Co. 


German Sample 
Type of Firm 


in-house analysts rather than relying on external 
investment analysis. The overall British sample 
therefore encompassed analysts in 53 different 
companies. 

The number of questionnaires sent to a company 
depended upon the size of their research depart- 
ment and varied between one and ten. In total, 180 
questionnaires were sent to these companies in the 
first week of July 1991. A total of 92 completed 
questionnaires were received from 40 different 
British organisations, representing a response rate 
of 51%, as shown in Table 2. 

The German sample was selected from the 
Financial Service and Insurance Section of the 
Taschenbuch Wirtschaftspresse (Kroll, 1991), a 
directory containing financial service firms 
and insurance companies operating in Germany. 
From the population of 219 companies, 57 (26%) 
were selected randomly, the same percentage as 


for the UK sample. Again, these were contacted . 


by telephone, reducing the number of firms 
willing and able to: participate to 32. Of the 25 
firms that declined to participate 17 declared 
that they did not support a research department 
in Germany, six claimed that they could not 
afford the time to fill out questionnaires or did 
not see any benefit, and two declined for other 
reasons. 

The number of questionnaires sent to a particu- 
lar firm was again proportional to the size of its 
research department, varying between one and five. 
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No. of Questionnaires 


Received 


34 

4 
12 
31 
ll 


92 


No. of Questionnaires 


Ninety questionnaires were sent to those firms 
prepared to participate in July 1991; exactly one- 
half that of the UK sample, reflecting the lower 
number of investment analysts in Germany. Forty 
seven replies from 26 different organisations were 
received, equal to a response rate of 52%; as shown 
in Table 2. 

Table 2 reveals that the response rates and 
relative distribution of replies among the types of 
institutions are similar in both samples. Stockbrok- 
ing firms do not exist in Germany, their function ` 
being performed by banks. In the German sample, 
banks account for almost exactly the same percent- 
age of replies as banks plus stockbrokers in the 
British sample. The differences in the relative dis- 
tribution of replies among the other types: of 
organisation was negligible.' 


Results and discussion 


The age, experience and scope of responsibility 
of analysts are presented in Table 3. As can be 
seen, the averages for the two samples are remark- 
ably similar, both having an average age of around 
34 years. The average years of experience as an 
analyst is also remarkably similar (7-8 years) rang- 
ing from 1 to 30 years in both samples. The UK 


'The relatively high response rates obtained, together with the 
lack of any statistically different findings between early and late 
respondents, suggest that non-response bias is not a problem. 
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Table 3 
Analysts’ Background and Scope 


Average 


Analyst’s age 

Experience in years 

Sectors observed closely 
Companies observed closely 





analyst, on average, observes slightly more indus- 
try sectors but fewer individual companies, 
although the differences are not great. The number 
of industry sectors and companies observed by an 
analyst varies considerably in both samples, in- 
creasing with the seniority of the analyst. 


Sources of Information 

Table 4, which is based on replies from the 
British sample only, summarises the relevance 
of seven general sources of information. From 
a review of this table, it can be observed 
that discussions with company personnel and 
analysts’ meetings in-company, the two sources 
that allow face to face interaction between 
company representatives and analysts, are viewed 
as of most relevance. They also have the lowest 
standard deviations, indicating that there is little 
variation of opinion amongst analysts as to their 
importance. 

The next most important sources of information 
are the annual or interim report and preliminary 
announcements, with journals/newspapers, other 
analysts and the general meetings being of far less 
significance. In the miscellaneous section items 
such as Extel Cards, Datastream, charts, industry 
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statistics and competitors were repeatedly men- 
tioned. 

A comparison with A & M’s findings in Table 4 
reveals that the relevance of most of the items listed 
has changed only slightly during the past decade. 
As A & M’s findings are broadly supported by Lee 
and Tweedie (1981) and Day (1986), our findings 
reinforce these earlier findings. However, our re- 
search highlights one striking difference, the dom- 
inance of the two personal interaction items in our 
survey, ranked ‘I’ and ‘2’. Prior studies unani- 
mously found the annual report to be the most 
important source of information. Our results 
suggest that a significant change in attitude has in 
fact taken place in recent years. À & M (1984b) 
argued that the role of personal contacts as a 
source of information could well be more domi- 
nant than their findings suggested because analysts 
might be concerned about insider information 
allegations. 

One possible reason for this shift towards 
greater reliance on personal contact with compa- 
nies may be a response by analysts to the allegation 
that there was a lack of communication between 
institutional investors and company management. 
According to Ball (1991) this lack of communi- 
cation, rather than short-termism, is the reason for 
the poor relationship between institutional in- 
vestors and British industry, An alternative expla- 
nation for the responses indicating greater personal 
contacts could be that there are not necessarily any 
more meetings than there were but rather that 
analysts are now more willing to admit to them. 

Environmental change may also have played its 
part. The demands on companies to explain their 
performances more fully will have had an impact 
on the quality and relevance of the information 
communicated during the personal contacts. Thus, 


Relevance of Sources of Information to British Analysts 


Mean 


A&M* L&T 


Response St. dev Rank Rank Rank 


Discussion with 

company personnel 
Analysts’ meetings in- 
company 

Annual/interim report 
Preliminary announcement 
Journals/newspapers 
Other analysts 

General meeting 


1.49 


1.70 
1.85 
2.01 
3.32 
3.95 
3.98 


Seven point scale, 1 = most important 
(a) Arnold and Moizer (1984a), Table 8. 

(b) Lee and Tweedie (1981), Tables 39, 45 and 51. 
*Indicates information not provided 





0.72 


0.95 
1.11 
1.15 
1.43 
1.63 
1.61 
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Table 5 
Perceived Usefulness of Evaluation Techniques by British Analysts 


Mean 
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A&M 


Response St. dev. Rank Rank 


P/E or P/CF multiple 
Net assets per share 
Dividend growth model 
Discounted cash-flow 
Technical analysis 

Beta analysis 


1.84 
3.07 
3.96 
4.09 
4.48 
5.66 


1.31 
1.63 
1.75 
1.83 
1.54 
1.43 


Seven point scale, 1 = most important 


major British companies have responded by creat- 
ing Investor Relations Departments responsible 
for communicating recent developments to the 
capital markets. These departments organise regu- 
lar in-company meetings for external analysts in 
order to deepen and nurture the company’s re- 
lationship with its institutional investors. Accord- 
ingly, more of the finance directors’ time today is 
spent ‘explaining’ reported results to analysts. 


Evaluation Methods 

Table 5 reveals that British analysts still regard 
the Price/Earnings and Price/Cash Flow ratios as 
the most useful tools in evaluating a company’s 
share price, more than 80% rating them as ‘highly’ 
or ‘very useful’ on a seven point scale. Some 
considerable distance behind comes the net asset 
value approach, dividend growth model and dis- 
counted cash flow methods; these three approaches 
typically being of ‘average’ use. 

Technical analysis was not regarded as particu- 
larly useful, while beta analysis was ranked as least 
useful. In view of the vigour with which academics 
and financial theorists have over the years advo- 
cated beta analysis and discounted cash-flow ap- 
proaches for valuation purposes, the generally low 
adoption by practitioners signals a perceived lack 
of utility. Some 25 per cent of analysts regard the 
discounted cash flow approach as ‘hardly useful’ or 
‘not useful’; while 63 per cent of responding ana- 
lysts came to the same conclusion about beta 
analysis. It could be assumed that those analysts 
who have been practising for many years would be 
less likely to adopt newer, more theoretical 
methods. However, a chi-square test at the 5 per 
cent level revealed no significant difference between 
more and less experienced analysts in their assess- 
ment of those techniques. Another possibility is 
that inadequate training and education of analysts 
in financial analysis could have resulted in a 
‘knowledge gap’. How can analysts be expected to 
embrace new and more sophisticated methods of 
evaluation if they do not possess an in-depth 





knowledge of them? The response from individuals 
whose knowledge of a technique is sketchy will 
predictably result in a low usage ranking. 

Our findings are almost identical to A & M’s 
survey rankings conducted ten years earlier (a 
rank-correlation coefficient of 0.95). Neither “Big 
Bang’ nor the technological revolution in general 
have had a major impact on the techniques ana- 
lysts apply when determining the value of a com- 
pany’s share. 


Comparison of British and German Analysts 

The questionnaire was designed to ascertain 
whether any evidence could be found to support 
the claim that British analysts adopt a shorter-term 
view of their assessment of company performances 
than their German counterparts. It contained a list 
of short-term and long-term corporate financial 
objectives. Analysts in both countries were asked 
to indicate how important they regarded each of 
the items listed. Table 6 summarises their answers. 
British analysts regard growth in shareholders’ 
wealth as the primary corporate objective, closely 
followed by growth in EPS and current 
profits/earnings. Their German counterparts val- 
ued the objectives somewhat differently. Long- 
term growth in EPS is seen as paramount, followed 
by short-term profitability. 

A rank correlation coefficient of 0.2 confirms the 
impression that there is relatively little correlation 
between the attitudes held towards corporate 
financial objectives by analysts in the two 
countries. However, chi-square tests reveal that the 
differences in the sample means for the first four 
items are not significant; only the shareholder 
wealth response for the two samples being signifi- 
cant at the 5 per cent level. Whereas 86 per cent of 
British analysts state that shareholder wealth cre- 
ation is the paramount corporate objective, only 34 
per cent of their German counterparts regard this 
goal as at all important. 

These findings do not, therefore, support the 
view that British analysts take a shorter-term view 
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Table 6 
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Financial Objectives for British and German Analysts 


Objective 


Short-term (1-3 years) 
Profitability 

Profits or earnings 

Long-term (over 3 years) 
Growth in sales 

Growth in EPS 

Growth in shareholders’ wealth 


British 
Mean Rank 


2.27 
1.91 


3.14 
1.83 
1.67 


Seven point scale, 1 = most important 


than German analysts. It is the German sample 
which placed slightly greater weight upon short- 
term profitability and significantly less importance 
on longer-term shareholder wealth creation goals. 
However, it can be observed in Table 6 that the 
analysts in both countries do agree that growth in 
EPS is one of the key drivers. 

Few differences emerged with respect to the 
information sources employed by investment ana- 
lysts in the two countries (see Table 7), the two 
samples having a rank correlation coefficient of 
0.85. However, one statistically significant differ- 
ence is the relative lack of importance of discus- 
sions with company personnel in the German 
sample. 

One explanation for this difference was found by 
analysing the additional comments made by the 
German respondents. Analysts working for banks 
repeatedly mentioned their in-house client advisers 
as valuable sources of information. The German 
‘universal’ banking system, which encourages 
banks to be both credit providers and stockholders 
alike, allows analysts to use well informed col- 
leagues to obtain vital information, thus rendering 
unnecessary any contact with a company for the 


Table 7 
Relevance of Sources of Information in Britain and Germany 


Analysts’ meetings in- 
company 

Annual/interim report 
Discussion with company 
personnel 

Preliminary announcement 
Journals/newspapers 
Other analysts 

General meeting 








purpose of information gathering. This view finds 
support in a study by Cable (1985). 

Earlier UK research on the information em- 
ployed in financial analysis has been concerned 
almost exclusively with financial information: for 
example, Lee and Tweedie (1981) and Firth (1978). 
In this present study analysts were asked to assess 
the relevance of a change in each of 18 items of 
information, typically not found in the annual 
report, when evaluating a company’s share price. 
The seven-point scale on which the importance was 
to be assessed was anchored by asking respondents 
to regard the most important item of financial 
information identified in the previous question as 
the highest point on the scale. The headings and 
items used were adopted from Stevenson (1976), 
who questioned corporate managers on the organ- 
isational attributes they perceived as being the 
most important strengths or weaknesses in their 
respective organisations. 

It can be seen from Table 8 that the most 
important non-financial news to UK investment 
analysts centres around top management and 
product issues. Their dominance finds more sup- 
port in the fact that, for both items, standard 


Germany Britain 


Rank Mean Rank Mean 


1.45 
1.94 


1.70 
1.85 


2.06 
2.07 
2.44 
3.43 
4.30 


1.49 
2.01 
3.32 
3.95 
3.98 
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Table 8 
Relevance of New Information in Share Appraisal 


Change in organisation 
Organisational form and structure 
Top management 

Standard operating procedure 
Control system 

Planning system 


Change in personnel 
Employee attitude 
Technical skills 
Experience 

Number of employees 


Change in marketing 

Sales force 

Knowledge of customer need 
Breadth of product line 
Product quality 

Company’s reputation 


Change in technology 
Production facilities 
Production techniques 
Product development 
Research and development 


Overall average 


Seven point scale, 1 = most important 


deviations are among the lowest in the list. Other 
important new information related to a company’s 
reputation, product development and R&D. Little 
interest was expressed in such events as changes in 
the number of employees, standard operating pro- 
cedures or the planning systems. 

Turning to the German sample, the emphasis is 
similar but even more pronounced. Product quality 
(1.70) and R&D information (1.80), for example, 
are viewed with considerably more interest by 
German analysts than by their UK counterparts. 

An even greater contrast is witnessed in the 
emphasis placed on changes to the strategic plan- 
ning system. In the UK, only 4 per cent of respon- 
dents regarded such information as ‘vitally 
important’, compared with 37 per cent of the 
German sample. This suggests a cultural difference 
between the two countries in terms of the perceived 
role of planning. Other items that were perceived 
as very important were product development and 
company reputation. Top management personnel 
changes, the most relevant information item for 
UK analysts, is merely perceived as ‘fairly import- 
ant’ in the German sample. Looking at the overall 
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Britain 
Mean St. dev 


Germany 
Mean St. dev 


3.28 
1.89 
3.79 
3.24 
3.66 


1.27 
1.02 
1.16 
1.33 
1.26 


2.96 
2.26 
3.55 
3.53 
2.07 


2.81 
“39 
2.89 
4.13 


1.23 
1.22 
1.13 
1.47 


3.07 
2.24 
3.28 
1.70 
2.00 


1.07 

0.86 

l3 | 
06 |, 
1.08 


2.43 
2.26 
1.98 
1.80 


1.08 
1.05 
1.03 
1.12 


2.64 1.13 


mean and standard deviation for the two samples, 
it is interesting to observe that German analysts 
tend to place more emphasis on non-financial 
information than UK analysts and exhibit a some- 
what greater level of consensus. 

The perceived usefulness of appraisal techniques 
for the two samples differs appreciably as shown in 
Table 9 (rank correlation coefficient of 0.43). The 
most significant difference is in the area of techni- 
cal analysis. It enjoys a much better reputation 
with German analysts than with the British, 51 per 
cent regarding it as ‘highly’ or ‘very useful’ in 
Germany compared to only 9 per cent in the UK. 
Chi-square tests also reveal that beta analysis is 
regarded as significantly less useful by British 
analysts than by their German colleagues, over 60 
per cent of German analysts regarding it as useful. 

One interpretation of the heavy reliance upon 
technical rules to exploit patterns in past stock 
prices is that they do not take the view that share 
price changes reflect only that which is unpre- 
dictable. | 

A number of studies have found that London’s 
market is more efficient than the German 
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Table 9 
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Perceived Usefulness of Appraisal Techuiqses: Germany and 


Britain 
Technique 
P/E, P/CF multiple 


Technical analysis 

Net assets per share 
Discounted cash-flow 
Beta analysis 

Dividend growth model 


Germany 
Rank Mean Rank 


Britain 


1.57 
2.83 
3.35 
3.42 
3.70 
4.46 


Seven point scale, 1 = most useful 


Exchanges; see Darrat (1987), Apostolopoulos 
(1986), Beaver (1983), Moeller (1985), Lerbinger 
(1984), Keane (1983) and Goodhart (1985). Until 
the promised reforms for the German market are 
in place promoting greater operational efficiency, 
there still seems to be a role for technical analysis. 


Conclusions 


This paper reports the findings of a two-country 
survey in the approaches to and information used 
by investment analysts. Specifically, the study: (i) 
examined the changes in the ordinary share ap- 
praisal approaches adopted by UK analysts over 
the past decade in which fundamental market 
developments have occurred, and (ii) investigated 
the differences between British and German ana- 
lysts in share appraisal methods, goals and infor- 
mation sources. As part of this, the study 
established the role that company-specific, non- 
financial information plays in this context and 
examined the commonly held view that UK insti- 
tutional investors tend to be more ‘short-termist’ 
than those in Germany. 

How have the considerable developments in 
capital markets during-the 1980s affected analysts’ 
approaches to share appraisal? Firstly, there has 
been a definite shift in attitudes towards personal 
company contacts and meetings as the most im- 
portant source of information. Arnold and 
Moizer’s 1981 study revealed that the annual re- 
port prevailed as the most important source of 
information, but this now appears to be less im- 
portant to analysts. A number of possible reasons 
for this are given in the paper. 

Secondly, the usefulness of evaluation tech- 
niques has changed little over the past decade. 
Fundamental analysis, using a P/E multiple, re- 
mains the dominant method. Alternatives to the 
P/E multiple, discounted cash flow and beta analy- 
sis, despite their theoretical superiority, enjoy little 
support in practice. The introduction of new tech- 
nology and greater market efficiency has had little 





impact on how UK analysts appraise ordinary 
shares. Comparison of UK with German practices 
revealed that German analysts place significantly 
more emphasis on technical analysis. This is con- 
sistent with our working hypothesis that it is more 
likely to be used where investors do not believe that 
stock price changes reflect only that which is 
unpredictable. 

Looking to the future, it may well be that the 
heavy reliance on the P/E valuation method de- 
clines following introduction of Financial Report- 
ing Standard 3 in the UK, which makes 
fundamental changes to the way earnings per share 
are calculated and gives investors more infor- 
mation on which to base their equity valuations. 
Even so, the P/E ratio will continue to dominate 
share appraisals. 

Finally, German analysts tend to place slightly 
more importance on new non-financial company 
information, particularly of a research and devel- 
opment or product quality nature, than UK ana- 
lysts. While this may suggest that they are more 
interested in the long-term performance of compa- 
nies, the evidence from an analysis of financial 
objectives did not support the view that UK invest- 
ment analysts place more emphasis on short-term 
goals than their German counterparts do. This is 
consistent with Ball’s (1991) argument that exorbi- 
tant profit-related bonuses and share option 
schemes are more responsible for any short-term 
profit orientation which British industry may pos- 
sess than pressures from analysts or institutional 
investors. 
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On the ‘Steady State’ Properties of 


Financial Ratios 
Huw Rhys and Mark Tippett* 


Abstract——This paper uses the methods of continuous time stochastic calculus to investigate the ‘steady state’ 
properties of financial ratios. Basing our analysis on previous work in the area, we show that, if a financial ratio 
can be characterised as a diffusion process which possesses an asymptotic equilibrium, then the 
Fokker~Kolmogorov—Planck forward equation may be used to ‘retrieve’ its probability density. The approach 
is ‘flexible’ enough to incorporate a wide variety of density functions, many of which have not been investigated 
in the literature. We demonstrate the procedures which may be used to derive both the cross-sectional and time 
series tests implied by these distributions. The paper also includes a section dealing with the methods which may 
be used for parameter estimation, once the underlying distribution has been determined. 


Introduction 


In a recent paper, Tippett (1990) provides an intro- 
duction to the application of continuous time 
stochastic calculus to financial. ratio analysis. 
Tippett (1990, p. 78) uses Ito’s lemma in conjunc- 
tion with the ratio of two financial aggregates, 
each of which is assumed to be generated by a 
diffusion process, to investigate some of the statisti- 
cal properties which characterise financial ratios.! 
He demonstrates that ratios which evolve as 
either a geometric Brownian motion or an elastic 
random walk will be log-normally distributed, and 
details some time series non-linear regression tech- 
niques which might be used to estimate the par- 
ameters which define each process. He emphasises, 
however, that there is nothing special about either 
of these processes; indeed, their inclusion rested 
mainly on grounds of pedagogical and analytical 
convenience. Nonetheless, an important message 
emerges from the paper: namely, that time series 
regression procedures need to be very carefully 
specified if anything meaningful is to be obtained 
from them. The present paper shows, inter alia, that 
similar considerations apply to the determination of 
the cross-sectional properties of financial ratios. 
The paper begins with a brief summary of the 
Fokker—Kolmogorov—Planck forward equation. 
This equation uses the diffusion process describing 
a ratio’s evolution to represent its probability 
density in terms of a partial differential equation. 
Whilst, in principle, this equation can be solved for 
the ratio’s density function, seldom do closed form 
solutions exist. However, if the ratio’s density 
function has a ‘steady state equilibrium’, the for- 


*The authors are members of the Department of Accounting 
and Finance, University of Wales, Aberystwyth. 

'See Okunev and Tippett (1990) for 2 simple introduction to 
continuous time stochastic calculus, 


ward equation reduces to an ordinary differential 
equation which, under ‘normal’ circumstances, is 
easily solved. In the third section we use this 
assumption in conjunction with a flexible system of 
diffusion processes to derive a set of distributions 
which are used to model both the time series and 
cross-sectional properties of financial ratios. Some 
important considerations emerge from this analy- 
sis. For example, unless the ratios are indepen- 
dently and identically distributed. cross-sectional 
‘distributional closure’ cannot be guaranteed. This 
Is an issue we examine in the fourth section. 
The penultimate section outlines techniques which 
might be used for parameter estimation, once the 
underlying distribution has been determined. Two 
techniques are considered: the method of maxi- 
mum likelihood and the method of moments. The 
paper concludes with summary ccmments. 


Fokker—Kolmogorov—Planck forward equa- 
tion 
Suppose a ratio, r, evolves in accordance with 


the continuous time stochastic differential 
equation: 


dr = b(r) dt +./a(r) dz (1) 


where b(r) and a(r) are arbitrary functions 
representing the process’s infinitesimal mean and 
variance respectively and dz is a standard Gauss- 
Wiener stochastic process (Cox and Miller, 1965, 
pp. 213-216). It then follows that the ratio’s 
probability density is described by the Fokker— 
Kolmogorov—Planck ‘forward’ equation: 


1 Ə2 ð 
5 ga EOC, t; r(0))] — = OVC, t; r(0))] 


_ yC, r; r(0)) 


At (2) 
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where f(r, t; r(0)) is the ratio’s probability density 
function at time tz, conditional on its ‘beginning’ 
value, r(0). 

As an illustration, suppose a ratio evolves as a 
standard Ornstein-Uhlenbeck process, in which 
case we have (Okunev and Tippett, 1990, pp. 
163-165): 


dr = —yrdt+o dz (3) 


where y >0 is a parameter. This implies that 
instantaneous variations in the ratio are normally 
distributed with a mean and variance of —yr dt 
and o°? dt, respectively. From this it follows that 
b(r)=—yr and a(r)=o’ so that substituting 
into equation (2) implies that the ratio’s prob- 
ability density satisfies the partial differential 
equation:? 


La y 2 af 


SU ae 


The solution to this equation is (Cox and Miller, 


1965, p. 226): 
Vi 
y(r 


Oe a 
bat Lea AUB 5 | (4) 


00 ce 

which is the density function of the normal distri- 
bution with mean r(0)e""” and variance 
o7/2y(1—e 203 Hence, this approach comp- 
lements the analysis of Tippett (1990) and Okunev 
and Tippett (1990) where similar results are 
reached by direct solution of the stochastic differ- 
ential equation (3).‘ 

It needs to be emphasised, however, that, in a 
sense, the above example is highly contrived. It is 
often difficult or impossible to determine closed 
form solutions, either for the stochastic differential 
equation describing the ratio’s evolution through 
time or for the Fokker-Kolmogorov—Planck for- 
ward equation (Cox and Miller, 1965, pp. 
215-216). However, if the ratio’s density function 
has a ‘steady state equilibrium’, the forward 
equation reduces to an ordinary differential 


*To be a well posed problem, this equation must be stated in 
conjunction with an initial condition (Weinberger, 1965, p. 6). 
Since the ratio at time zero is known with certainty, however, 
the initial condition is provided by a degenerate probability 
density function defined in terms of the Dirac delta ‘impulse’ 
function. Readers interested in this area should consult Sned- 
don (1961, pp. 51-54). 

Note that if we let t — co, the ratio’s density function reduces 
to equation (6) below. 

‘Following Okunev and Tippett (1990, p. 165), we can write 
the solution to equation (3) as 


r(t)=r(0)e"* +e” | e dZ(s), 
0 


where dZ(s) is a Gauss-Wiener process which is normally 
distributed with mean zero and variance a7 ds. 
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equation which, under ‘normal’ circumstances, is 
easily solved. To illustrate, suppose r has a ‘steady- 
state’ density function, by which we mean: 


limit f(r, t; r (0))—f(r) 


or that the process converges to some ‘equilibrium’ 
which is independent of time. From this, it follows 
(Karlin and Taylor, 1981, pp. 220-221): 


limit — of i 

fa or 
so that, in the steady state, f(-) will satisfy the 
— differential m 


> FP T unf [bry fr) 


The solution’ to this equation is (Karlin and 
Taylor, 1981, pp. 220~221):° 
a | (5) 


'2b(y)— a'(y) 
Sf(r)=k-ex | — 
(r) p a 
where k is a ‘normalising’ constant—a constant 
which ensures that the probability density pos- 
sesses unit area. Applying this equation to the 
Ornstein—-Uhlenbeck process, we have: 


ee, 
fr) =k: exp| =: 4 a | 


7 —yr? 
i Ža e g? | (6) 


which is readily seen to agree with equation (4) 
when too. This is the density of the normal 
distribution with a mean of zero and variance 


a7/2y. 











Flexible distributions 


One way of characterising the above analysis is 
to expand the instantaneous mean and variance as 
Taylor series about the ratio’s steady state mean 
(Cox and Miller, 1965, p. 218). This provides a 
‘flexible’ approach because the probability density 
can take on a great variety of shapes, depending on 
parameter choice and truncation point (Freund 
and Walpole, 1987, p. 215). To illustrate, the 


‘Since we are here dealing with a second order linear ordinary 


differential equation, there are potentially two linearly indepen- 
dent solutions (Boyce and DiPrima, 1973, p. 93). However, if 
the density function is to assume only non-negative values, then 
it may be shown that the only feasible solution is the one given 
here. For a semi-infinite domain, readers may find a demon- 
stration of this proposition in Merton (1975, pp. 389~390). This 
generalises easily to an infinite domain. 

‘The conditions which must be satisfied for a ‘steady state 
equilibrium’ to exist are detailed in Karlin and Taylor (1981, pp. 
220-221). 
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Taylor series expansions for b(r) and a(r) are 
(Apostol, 1967, p. 278): 


b(r) = b(u) + (r — wb’) +1(r — ub") +: ° 
(7) 
a(r)= a(u)+ (r — u)a (u) +1(r — pya"(u)+-°° 


where E(r) = u is the ratio’s ‘steady state’ or ‘long 
run’ mean. As an initial illustration, we set 
a(u)=po*, a(uj)=o? and aY%(n)=0 for 
j =2,3,..., where o? is a parameter. Substitution 
then shows a(r) = o’r. For the mean, suppose we 
set b(u)=—ß and b(u)=bU(n)=0 for 
j=2,3,.... Yt then follows that the ratio's evol- 
ution is described by the elastic random walk of 
Cox, Ingersoll and Ross (1979, p. 55):’ 


dr = f(u —r)dt + o_/r - dz (8) 


This process is an elastic random walk (Kac, 
1947, pp. 369—385) in the sense that the ratio, r, has 
a preater tendency to revert to its ‘normal’ value 
of u, the further it is removed from it. In this 
respect, 6 > 0 is a parameter which measures the 
intensity with which the ratio is drawn back to its 
normal value. Lev (1969) was the first to suggest 
that such processes could be used to model finan- 
cial ratios. 

From equation (8) it follows that 
b(r) = B(u—r) and a(r)=o’r and appropriate 
substitution into equation (5) implies that the 
ratio’s probability density is given by: 


fir) = a ae pW —1), exe z | (9) 
o 


with 0 =o7/2B; B, > 0, and where 
I (a) =| yle dy = (a — 1)! 
0 


is the gamma function (Freund and Walpole, 1987, 
p. 210). Ratios which assume non-negative values 
have the potential to be modelled by this distri- 
bution. The current, ‘quick’ assets and stock 
turnover ratios come readily to mind. However, it 
will always be necessary to ensure that the model 
‘fits’ the empirical data: something which can be 
checked by using any of the well known ‘goodness 
of fit’ tests.’ 


and: 


There is no known closed form solution for this equation. 
Hence, the techniques outlined in Tippett (1990) cannot be used 
to determine the distributional properties of ratios which evolve 
in accordance with this stochastic differential equation. How- 
ever, Tippett (1990, pp. 79-80) shows that, if mean reversion is 
stated in proportionate terms, then a solution for the stochastic 
differential equation can be obtained. The ‘steady state’ proper- 
ties of ‘proportionate’ mean reversion are briefly described in 
the Appendix. 

tSee Conover (1980, Chapter 6) for a good introduction to 
this area. 
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The above result can be used to design a variety 
of significance tests for variations in financial 
ratios. For example, a simple transformation 
applied to (9) shows that 48/62: r is distributed 
as a Chi-square variate with 4Byu/o? degrees 
of freedom.’ Figure 1 contains graphs of the 
probability density functions for the Chi-square 
distribution with various degrees of freedom. 
Note that as the degrees of freedom increase, 
the symmetry of: the densities also increases 
(Freund and Walpole, 1987, p. 295). In any 
event, the Chi-square distribution provides a 
useful test by. which to assess whether a ratio 
is significantly different from its long term 
mean. 

Alternatively, if we. desire to test whether 
the ratio in a given: year is significantly differ- 
ent from that in another year, we can use the 
fact that the ratio of two independent Chi- 
square variates, appropriately scaled, is dis- 
tributed as an F distribution (Freund and Walpole, 
1987, p. 292)."° From this it follows that r,/r,, 
where r, and r, are the two ratios, is distributed as 
an F variate with v, = v, = 4Bu/c’ degrees of free- 
dom. 

The above analysis assumes that the variance 
takes a particularly simple form. However, 
more complicated specifications lead to other 
well known distributions. To illustrate, suppose 
we assume that a(u) = (y? + yo), a (u) = 2po?, 
a"(u)=2o2 for y? and o? parameters and 
aY(u)=0 for j=3,4,... . Substitution into 
equation (7) then shows a(r) =y? + o?r?. For the 
instantaneous mean, suppose we set 
b(u) =4u(o? — 7°), b'(u) =4(? — y and bY =0 
for j=2,3,... . Using these assumptions and 
equation (7), it follows that b(r) = 5r(a?— >’). 
Together, these results imply that the ratio evolves 
in accordance with the following stochastic differ- 
ential equation: 


dr = —Ir(y?— 0) dt +./y?+.07r?-dz (10) 


Now suppose we set r = —1, 0 and 1 alternately, 
assume y2> 2 and ignore the stochastic com- 
ponent in the above expression. It then follows that 
the instantaneous change in the ratio will amount 
to dr =Í (y? — o°) dt, 0 and —}(y? — 6”) dt respect- 
ively. Hence as with equation (8) this stochastic 
process characterises the ratio as an elastic random 
walk with a ‘steady state’ instantaneous mean of 
zero. 





‘This result may be obtained by letting r=40, and 
v = 2/0 = 4Bu Jo? in equation (9), and using the results re- 
ported in Freund and Walpole (1987, pp. 213, 248). 

Finney (1938) outlines the equivalent F test when the ratios 
are not independent. 
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Figure 1 
PDFs of the chi-square distribution with various degrees of freedom 


Using this process in conjunction with equation 
(5), it follows that the ratio’s ‘steady state’ density 
function has the following form: 


r (+) 
gya = A. 


p2\~@ +02 
ee (11) 
TY r( J 


—co <r <œ and y = y2/o2. This is readily ob- 
served to be Student’s ¢ distribution with v degrees 
of freedom (Freund and Walpole, 1987, p. 289).!! 
Figure 2 contains the graphs of probability density 
functions for Student’s ¢ distribution with various 
degrees of freedom. Note that as the degrees of 
freedom increase, the probability density for the 
t distribution approaches that of the standard 
normal distribution (Freund and Walpole, 1987, 
p. 297). Ratios which may assume any real value, 
such as the return on assets, return on equity, 
or profit growth, can be modelled by this distri- 
bution (McLeay, 1986). As previously noted, 
however, it will always be necessary to use a 
‘goodness of fit’ test to ensure that the model 
provides a satisfactory approximation to the em- 
pirical data. 

The above result provides a direct test of 
whether the ratio is significantly different from its 
long term mean. It is more difficult to design a test 


If y = 1, then Student’s distribution reduces to the Cauchy 
density which is a member of the symmetric stable family 
associated with the name of Levy (1954). Unfortunately, the 
only symmetric stable distributions which possess ‘tractable’ 
representations are the normal and Cauchy. In the Appendix, 
however, we represent the symmetric stable distributions which 
possess a mean, in terms of the flexible distribution theory 
developed in this section. So (1987) provides some empirical 
evidence on the suitability of these distributions for modelling 
British financial ratios. 
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to determine whether the ratio in any given period 
is significantly different from that in another 
period. However, Ghosh (1975) has shown that for 
a t variate with v degrees of freedom, the difference 
in the ratio will be distributed as a ‘scaled’ hyper- 
geometric distribution. Unfortunately, this distri- 
bution is rather difficult to evaluate, but for v < 20, 
Ghosh (1975, p. 465) has prepared tables of its 
distribution function. When v > 20, Ghosh (1975, 
p. 466) shows that a Cornish—Fisher (1937) expan- 
sion provides a satisfactory approximation to the 
distribution function. This, in turn, provides a 
suitable test to determine whether the ratio in any 
given period is significantly different from that in 
another. 

It is often the case that accountants are required 
to compute ratios which must be expressed in 
proportionate terms. Obvious examples are ratios 
dealing with ‘market share’ and revenue, expense 
and asset proportions. A model which is consistent 
with this requirement sets b(u) = «(i — u) — Bu, 
b'(u)= —(a +B), b”(u)=0, a(u) = pol — n), 
a'(u)=0°(1— 2u), a"(u)=—207 and 5%u), 
a(n) =0 for 7 =3,4,... . Using these assump- 
tions in conjunction with equation (7) implies that 
the ratio evolves in accordance with the following 
stochastic differential equation: 


dr =[« — (a + B)r]dt+oa./r(l—r)dz (12) 


If we ignore the stochastic component and set 
r(t)=0, a/(# + B) and 1 alternately, it follows 
that the instantaneous change in the ratio will 
amount to dr =a dt, 0 and —f dt respectively. 
Hence, as with the two previous cases, equation 
(12) characterises the ratio as an elastic random 
walk with a ‘steady state’ instantaneous mean of 
[a/a + B]. 

Using this process in conjunction with equation 
(5), it follows that the ratio’s ‘steady state’ density 


Figure 2 
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PDFs of the ‘t’ distribution with increasing degrees of freedom 


dfainfinity 


function has the following form (Karlin and Tay- 
lor, 1981, pp. 221-222): 


2 
(a 
o 


IN == ee 
r (a)r (a) 
a g 
' . (1 — rye- (13) 


for a, B > 0 and 0<r<1. This is the density 
function of the Beta distribution with parameters 
y, = 2a/o7? and v,=2B/o? (Freund and Walpole, 
1987, p. 215). Figures 3(a), (b) and (c) contain 
` graphs of probability density functions for the Beta 
distribution with various values of v, and y,. Note 
that when v; = v, the distribution is symmetric, 
when y, > v, the distribution is skewed to the right 
and when v, < v, the distribution is skewed to the 
left. | 

As with previous processes, the above results 
may be used to design a variety of significance 
tests for variations in the financial ratio over time. 
For example, a simple transformation shows that 
Br/a(i—r) is distributed as an F distribution 
with v, =«/o? and v,= B/o2 degrees of freedom 
(Freund and Walpole, 1987, p. 298). This result 
provides a statistic through which to test for a 
significant departure in the ratio from its long term 
mean. Alternatively, if we desire to test whether the 
ratio in a given year is significantly different from 
that in another, we can use the fact that 
log(1 — r, )/log(1 — r,), where r, and r, are the two 
ratios, is distributed approximately, as an F variate 
with v, = v, = 4a ja? degrees of freedom, a result 
which is proved in the Appendix." 





Using the procedures laid down in Freeman (1963, pp. 
152-153), the authors have shown for integral v,, that this 
approximation is very accurate in the tails of the F distribution. 





Whilst our analysis is illustrative of the distri- 
butions which can be derived using the ‘steady 
state’ assumption, it is far from complete. Other 
distributions which can be generated by an appro- 
priate specification of the parameters of equation 
(7) are the Cauchy, log-normal, normal, Pareto, 
Rayleigh and Weibull as well as the Levy family of 
symmetric stable distributions.” 


Cross-sectional analysis 


The above analysis concentrates mainly on the 
time-series properties of financial ratios. In recent 
years, however, a considerable literature has 
emerged on the cross-sectional properties of ratios 
and the above analysis does have some important 


_implications for this area.'* As but one illustration, 


suppose we have a cross-sectional set of corporate , 
ratios, r,, j = 1,2,...,n all generated by a stochas- 
tic differential equation of the form (8), but with 
parameters y,, B, and o7. If the parameters are the 
same for the entire cross-sectional sample, it fol- 
lows that the sample can be regarded as having 
been drawn from a gamma distribution with par- 
ameters 0 = 07/28 and 4/6 = 2Bu/o*, where u; = n, ` 
B,= B and c?= 32 are the common parameter 
values applicable to the entire cross-sectional 
sample. However, in the likely event that this is not 
the case, distributional closure cannot be guaran- 
teed and so it is unclear what the cross-sectional 
distribution will look like. This could account for 
the difficulties empirical researchers have had in 


The reader can find further details of these distributions 
(and others) in Freund and Walpole (1987, pp. 207-231). See 
the Appendix for further details of the symmetric stable distri- 
butions. 

See Ezzamel and Mar-Molinero (1990) for a good survey of 
this literature. 
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Figure Xa) 
PDFs of the beta distribution with pl = 12 


26 


3(c) 


Figure 
PDFs of the beta distribution with 02 = 2(e 1) 


vl = 4 
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determining appropriate distributional forms for a 
wide variety of financial ratios. 

A similar conclusion applies to the cross-sec- 
tional average of the individual ratios. If, as pre- 
viously, the individual ratios are distributed as 
gamma variates with parameters 0 and u/0, then 
Eror; Will be distributed as a gamma variate with 
parameters 6 and nu /6 (Freund and Walpole, 1987, 
pp. 214, 266). However, when this is not the case, 
it is unclear what distributional properties the 
cross-sectional average will have. Similar con- 
siderations apply to ratios governed by stochastic 
differential equations whose steady state densities 
are the Student’s ¢ (11) and Beta (13) distributions. 


Parameter estimation 


The above analysis is predicated on the assump- 
tion that the key distributional parameters are 
either known or can be reliably estimated. When 
estimation is required, as is normally the case, it is 
customary to employ one (or both) of two stan- 
dard techniques. The first is the maximum likeli- 
hood technique due to R. A. Fisher (Freund and 
Walpole, 1987, pp. 350-354). The second is the 
method of moments (Freund and Walpole, 1987, 
pp. 348-350). We shall use the gamma density (9) 
to demonstrate the maximum likelihood technique. 
The class of Pearson distributions, which includes 
Student’s ¢ (11) and the Beta (13) distributions as 
special cases (Lusk, 1973), will be used to demon- 
strate the method of moments." 

We begin by supposing we have a randomly 
drawn sample r, j = 1,2,...,” from the gamma 
distribution (9). Since the sample is random, the 
probability density of this sequence of observations 
is given by the joint density function: 


N 1 —r 
te= $ | Eon 22 
“eer 


(14) 
L(@, 2) is called the likelihood function of the 


random sample r, J = 1,2,...,n. The essential 
feature of the maximum likelihood technique is 


itch ve ratios 3 have gamma distributions but with different 
and øj, previous analysis dictates that 
4B, [02 r; 18 pete es aire as a Chi-square variate with 46,y,/07 
degrees of freedom. It also follows that 2%. Be} -r will be 
distributed as a Chi-square variate with Ef.. 42, ot degrees of 
freedom (Freund and Walpole, 1987, pp. 214, Sa if we 
define the industry average as a weighted x of the 
individual ratios, where the weights represent the ‘normalised’ 
of freedom applicable to the individual ratios, we can 
still obtain ‘distributional closure’ for the cross-sectional aver- 
age, even though the individual ratios are drawn from different 
probability distributions. 
“Maximum likelihood estimation procedures for the Student 
and Beta distributions are to be found in McLeay (1986) and 
Freund and Walpole (1987, pp. 355-356). 
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that estimates of the unknown population par- 
ameters are derived by maximising the probability 
of obtaining the observed data. This is achieved by 
maximising the joint probability density or, equiv- 
alently, maximising the value of the likelihood 
function. Unfortunately, attempting direct max- 
imisation of the likelihood function usually leads 
to intractable algebraic expressions. It has been 
shown, however, that maximising the logarithm of 
the likelihood function is equivalent to maximising 
the likelihood function itself (Freund and Walpole, 
1987, pp. 351-352). Consequently, we define the 
log-likelihood function: 


log{L.(8, uy] = —log(0)w# — log r ol 


Fad 1 a 
+(5 = i) ¥ log’) —-= ir, (15) 
6°) & 0 


To determine the “most likely' combination of 
parameters, we take partial derivatives of the log- 
likelihood function with respect to u and 0 and set 
them to zero. From this it follows that: 


a=: $r, (16) 


is the maximum likelihood estimete of h, whilst the 
maximum likelihood estimate, 6, of 0 is implicitly 
defined by the equation (Spiegel, 1974, pp. 251, 


286): 


oO ñ 2 6 S | 2 
log(ĝ) 12 Goya iT y = 7 log(r,) 


(17) 
where y = 0.5772156649 is Euler’s constant (Apos- 
tol, 1967, p. 405). Once ñ is determined, this 
equation may be solved for 6 to any required level 
of accuracy, by truncating the infinite series and 
using any one of a number of standard numerical 
techniques (Jacques and Judd, 1987, Chapter 3). 

When the number of observations, n, is ‘large’, 
it is customary to use the maximum likelihood 
estimators to compute what is known as the likeli- 
hood ratio. Specifically, let u and 0 be arbitrarily 
chosen estimates of the unknown parameters. 
Using these arbitrary estimates ir conjunction with 
the maximum likelihood estimates, ñ and @, we 
then compute the likelihood ratio, 4, as follows: 


M 1 . ony 
IÍ x rae) = 
Jol) guia p (5 


Te 
z I 


I] arth 
= SSS 


(18) 


Because ñ and Ô were chosen so as to maximise the 
likelihood function, it necessarily follows that 
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0<4 <1. However, under very general con- 
ditions, it may be shown that: 


reli 
=) 


a 1 1 ñ 
(i-a) Ee +(5-a) Bop 0 


is asymptotically distributed as a Chi-square vari- 
ate with two degrees of freedom (Freund and 
Walpole, 1987, p. 406). This result allows us to 
use standard numerical techniques to construct 
‘confidence regions’ for the ‘true’ values of the 
estimated parameters. Readers can find further 
details of these techniques in Mood (1950, pp. 
227-229). 

The three distributions analysed in the previous 
section are all members of the class of density 
functions first explored by Karl Pearson (Lusk, 
1973). For these distributions there is an alterna- 
tive procedure which may be used. for moment 
estimation: a procedure known as the method of 


—2:log(A) = —2 log 







moments.” To illustrate this technqiue, we begin 
by noting that Pearson density functions satisfy the 
ordinary differential equation (Freund and Wal- 
pole, 1987, p. 219): 

df (a—ryjf 


dr bb +br+5,r2 
where f(r) is the ratio’s density function, a is the 
density function’s modal value!š and b,, b, and b, 
are parameters. A little algebra shows that this 
equation may be re-expressed as: 


Ñ r*(ba + bir + b,r2) df(r) 


(20) 


= I r*(a'—r)f(r) dr 


If we assume f(r) to have ‘high order’ contact 
with the r axis and apply integration by parts 


Hansen (1982) provides a good account of recent develop- 
ments in this area. 

"Since df/dr = 0 at r = a, and assuming the second deriva- 
tive to be of appropriate sign, implies that f has a maximum at 
a. 
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to the left hand side of this expression, we end 
up with the recurrence relationship (Apostol 
1967, pp. 217-220; Kendall and kasi 1976, 
pp. 159-160): 


kb E(r*—') + {(k + Db, + al) E(r5) 
+ {(K + 2)b, — LE(r**!) =0 (21) 


where E(r*) is the k™ moment around the origin. 
From this it follows that once the first four mo- 
ments are determined, the parameters a, b,, b, and 
b, can be readily computed. 

Suppose, then, we have a randomly drawn 
sample, r,, /=1,2,...,m, for a given financial 
ratio. Suppose also that we use the empirical 
moments 


B=, Yt E(r?) = Da 


E(r?) ~! S r; and E(r*) ae Srt, 

n n 1 
as estimates of their population counterparts.” 
Letting k =0,1,2 and 3 in the above recurrence 
relationship and using these estimates, it follows 
that the parameters may be estimated from the 
following equation system:” 


a | 0 l 2E(r) ) ~ E(r) 
b. E(r) 1 2E(r) 3E(r2) E(r2) 
b | _|EG5 (Er) 3E(r?) 4E(r’) E(r*) 

E(r) 3EG2 4EM) SEC’) E(r*) 


Substituting these estimates and integrating, the | 
differential equation (20) then yields (Freund and 
Walpole, 1987, pp. 219—220): 


* the Gamma distribution, if by =b,=0, b, > 0 
and a > —b,; 





* Student’s ¢ distribution, when a =b, = 0 and 
by, b, > 0, and 
* the Beta distribution, if by — 0, b, = —b,, 
a—i a 
1 d —>-l 
3 <] an b, > 
Other distributions which may be generated 


through the differential equation (20) include the 


'The legitimacy of this procedure stems from the fact that the 
k" sample moment about the origin, (1/n)Z?_, rf, is a consist- 
ent estimator of its population counterpart (Freeman, 1963, pp. 
234-236). Roughly speaking, this means that as n-+00, 


] a 
_ > ri— E(rË), 
Ayo 


where E(r*) is the k™ moment about the origin. 

Jacques and Judd (1987, pp. 8-15) detail some numerical 
techniques which can be used to solve equation systems such as 
this, Computer software (e.g. Numerical Algorithms Group, 
1984) is also readily available. 
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normal and the F (Kendall and Stuart, 1976, pp. 
163, 188). 


Summary conclusions 


The present paper is a companion work to 
Tippett (1990). That paper views financial ratios as 
the ‘induced’ outcome of a set of stochastic pro- 
cesses. Using this assumption in conjunction with 
Ito’s lemma, Tippett derives a stochastic differen- 
tial equation which governs the ratio’s evolution 
through time. The solution to this equation ident- 
ifies the ratio’s distributional properties. This ap- 
proach, however, is highly specialised, for it is 
often difficult or impossible to determine closed 
form solutions for the differential equation. The 
absence of closed form solutions makes it imposs- 
ible to determine the desired distributional proper- 
ties. Hence, the present paper presents an 
alternative procedure for determining distribu- 
tional properties—one based on the ‘steady state’ 
characteristics of financial ratios. Under this 
approach we use the diffusion process describing 
a ratio’s evolution through time to represent 
its probability density as an ordinary differen- 
tial equation. Normally, this equation is easily 
solved. 

The virtue of the approach presented here is 
that it requires the researcher either to define 
.the stochastic differential equation describing the 
Tatio’s evolution through time, or to ‘induce’ the 
relevant process using the procedures laid down by 
Tippett (1990). In either event, a certain amount of 
‘discipline’ is added to the analysis, since the 
researcher must always ensure that a ‘realistic’ 
diffusion process is used to model the ratio’s 
evolution through time. It makes little sense, for 
example, to model the current ratio as a simple 
Brownian motion which, although it has the con- 
venient property of a normal distribution, has the 
disadvantage of implying that the current ratio can 
assume negative values. 

The procedures identified here lead to a wide 
variety of distributions, many of which have not 
been investigated by empirical researchers before 
this. Whilst diffusion processes which lead to the 
Chi-square, Student’s ¢ and the Beta distributions 
are examined in some detail, many others could 
have been derived. Indeed, once the ‘steady state’ 
density has been identified, it is usually possible to 
design significance tests on both a cross-sectional 
and time series basis. One important outcome is 
that the time series properties of financial ratios 
would seem to indicate that we can seldom expect 
there to be ‘distributional closure’ on a cross-sec- 
tional basis. This could account for the difficulties 
empirical researchers have had in determining ap- 
propriate cross-sectional distributional forms for a 
wide variety of financial ratios. 
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The present work also has important impli- 
cations for financial distress analysis. Empirical 
evidence shows that distressed firms often have 
financial ratios which are significantly different 
from those which prevail under more normal 
trading conditions (Houghton and Woodiliff, 
1987). The procedures identified here enable the 
design of statistical tests for whether a ratio is 
significantly different from its long term mean. 
Used in conjunction with other firm and industry 
specific information, ‘steady state analysis’ could 
improve the efficiency of corporate failure models. 


Mathematical appendix 


The ‘Steady State’ Properties of ‘Proportionate’ 
Mean Reversion 

Tippett (1990, pp. 79-80) uses Ito’s lemma and 
the argument of Lev (1969) to derive the following 
elastic random walk for financial ratios: 


Ts -6 toe{“) de + o dz 
r H 


where u is the ‘normal’ value to which the ratio, r, 
reverts, f > 0 is a parameter which measures the 
intensity with which the ratio is drawn back to its 
‘normal’ value, ao? dt is the instantaneous variance 
of the proportionate variation in the ratio and dz 
is a standard Gauss-Wiener stochastic process. 
From this it follows that b(r)= —B -r log(r/p) 
and a(r)= o°'r2. Using equation (5) the ratio’s 
‘steady state’ density is: 


flr) = krti bsn- exp| TP doar? | 


for k a ‘normalising’ constant. Appropriate substi- 
tution shows that 


_ v2 r). 
=a Sl ap 


Is normally distributed with zero mean and unit 
variance. This confirms Tippett’s (1990, p. 80) 
assertion that the ratio is log-normally distributed. 
A similar conclusion may be obtained by using the 
solution procedures laid down in part 2 of the 
Appendix to Wearing and Tippett (1991, pp. 
85-86). 





(Levy) Symmetric Stable Distributions 


Suppose we assume the financial ratio to be 
generated by the following diffusion process: 


dr = b(r) dt + ./a(r) dz 


where (r) and a(r) have the following power ` 
series representations: 


(as 


= a r—d\* 
G8) 2 ee (=) 
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r 2k +1 
ai S 1 x y 
km0 (2k X c 
As previously, T ( - ) is the gamma function, whilst 
Ó is a ‘location’ parameter, c is a ‘scale’ par- 
ameter and a >1 is the ‘characteristic exponent’ 
(Kendall and Stuart, 1976, p. 123). If the char- 
acteristic exponent is x = 2, the ratio will have 
a normal density with mean 6 and variance 
2c (Kendall and Stuart, 1976, p. 122). Appropriate 
substitution into equation (5) shows that the 
ratio’s density function possesses the following 


form: 
on À (= J r — ó 2 
2 C — Gp (=) 


This is the density of the stable symmetric 
distribution with location parameter, 6, scale 
parameter, c, and characteristic exponent « (Fama 
and Roll, 1968, pp. 818-819). Further details are 
to be found in Kendall and Stuart (1976, pp. 
121-123). 


l * 
na 


fr) = 


Reduction of the Ratio of Two Beta Variates to an 
Approximate F Distribution 


Using a Taylor series expansion, we have (Apos- 
tol 1967, p. 390): 


le) = —logi(1 —r)] 


=p artes: 


] 
l = 
oo( =) =r 


Substituting this result into the beta distribution 
implies: 





k | a = ry- dp ~ 


k- Jes)" Nd sag r eP- Ndr 
—r 


for k a normalising constant. Make the substi- 
tution: 








(1 =r) = [S x »)| 
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Using these substitutions and the result re- 
ported in Freund and Walpole (1987, p. 248), we 
have: 


ke kaa — ryd- dr 


~ h | ayasa dy 


where À is a normalising constant. Defining 
6 = 4a/c7, it follows that: 


k. na = r able?) — il dr 
(8/2) wa 
xwr [ z) 


which is the Chi-square distribution with 0 degrees 
of freedom. From this we have that 


y= loa — )- eee) 


r G 








is distributed approximately as a Chi-square distri- 
bution with 0 = 4a fo? degrees of freedom. Finally, 
using the fact that the ratio of two independent 
Chi-square variates, appropriately scaled, is dis- 
tributed as an F distribution, it follows that 
log(1 — r,)/log(1 — r,), where r, and r, are the two 
ratios, is distributed approximately, as an F variate 
with v, = v, =4a/o* degrees of freedom (Freund 
and Walpole 1987, p. 292). 
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The Diffusion of Tax Effect Accounting 


in Australia 


Baljit K. Sidhu and Greg Whittred* 


Abstract—This paper examines the impact of regulation and earnings management incentives on the evolution of 
tax effect accounting in Australia. Following the release of the first accounting standard on the issue the method 
spread roughly equally throughout the mining and industrial sectors. Amendments to the standard, which loosened 
the recognition criteria for tax loss carry forwards, led to a significant increase in the proportion of companies 
(particularly industrials) adopting income tax allocation. Subsequent amendments restricting such carry forwards 
were associated with a significant decline in the proportion of companies allocating tax (particularly miners). We 
also observe differential financial statement effects between mining and industrial companies and, within both sectors, 
differential financial statement effects across time. Consistent with the arguments of Leppinus (1977) and Gibson 
(1984) the adoption of tax effect accounting is, on average, earnings enhancing in the post-DS4 period. However, 
in the pre-DS4 period, adoption was just as likely to reduce income for industrial companies as it was to increase 
it. In contrast, adoption was almost uniformly earnings reducing for mining companies. Thus something other than 
an earnings management hypothesis is needed to explain the voluntary adoption decision of the early (pre-DS4) 


adopters. We conjecture on the alternatives. 


Introduction 


Relative to the ‘taxes payable’ method of 
accounting, tax effect accounting, or income tax 
allocation, represents a relatively complex and 
costly accounting method. This method made its 
appearance in Australia at least as early as 1960, 
though it was to be a decade and a half before it 
would become commonplace (in 1976); and 
another fourteen years before it would become 
mandatory (in 1990). In this paper we examine the 
spread of tax effect accounting throughout the 
corporate sector in Australia between 1960 and 
1985, the impact of regulation on its diffusion and 
the validity of existing ‘earnings management’ ex- 
planations for its adoption. 

We find time period effects in the spread of tax 
effect accounting that can be directly attributed to 
regulation. During the period 1970-74, following 
the issuance of the first relevant standard (D4), 
when tax allocation was new and its adoption was 
essentially voluntary, the method spread roughly 
equally throughout the mining and industrial 
sectors. The release of an amended standard in 1974 
(DS4) which loosened the recognition criteria for 
tax loss carry forwards was accompanied by a 
significant increase in the proportion of companies, 
particularly industrials, adopting income tax 
allocation. The amendments to DS4 in 1976 which 
restricted the carry forward of tax benefits were like- 
wise associated with a reduction in the proportion 
of companies allocating tax, particularly miners. 


*The authors are from, respectively, the Department of 
Accounting, University of Sydney and the Australian Graduate 
School of Management, University of New South Wales. 


In respect of the release of DS4, Gibson (1984, 
p. 84), following Leppinus (1977), argues: 


.. DS4 was issued during a year in which 
companies faced extremely high rates of 
inflation. Wages were escalating at quite 
extraordinary rates with equally extraordinary 
effects on such items as accrued annual and 
long-service leave.... Amongst a business 
community previously reluctant to embrace 
tax allocation there was now a headlong race 
to do so. Auditors were less dependent on 
overseas example as an argument to persuade 
companies to adopt tax allocation. They 
pointed to the combined effect on reported 
profits of recognizing sudden increases in 
accrued long-service leave and simultaneously 
adopting tax allocation. (emphasis added) 


That is, while the increase in wage related 
provisions reduces before (and after) tax profit, the 
adoption of tax allocation can reduce tax expense 
and hence mitigate the impact on the “bottom line’. 
However, this argument rests on a number of 
implicit assumptions. First, it assumes that the 
inflation induced growth in wage related costs 
exceeds that in revenues and/or that the impact of 
tax effect accounting on existing provisions is suffi- 
cient to compensate for any revenue/cost differen- 
tial. Second, it assumes that the principal source of 
timing differences is wage related provisions which 
would generally create future income tax benefits; 
rather than differences giving rise to deferred tax 
liabilities! Third, it implicitly assumes that the 


'These would have the opposite effect on reported tax expense 
and hence after tax profits. 
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balance sheet effects of tax allocation are irrelevant 
to managers’ decision to adopt tax effect account- 
ing. Fourth, it assumes that the impact of tax 
allocation is relatively homogeneous across 
companies and is unrelated to, say, Industry. 

The applicability of each of these assumptions is 
a moot point. With respect to the last we note that 
the mining sector has historically received prefer- 
ential tax treatment vis-a-vis industrials. For ex- 
ample, for much of the period of this study, mining 
companies were able to write off certain types of 
capital expenditure which would not qualify as 
depreciable for tax purposes by other companies. 
Mining companies were also able to write off 
capital items at rates faster than those available in 
other industries. All profits derived from gold 
mining and one fifth of profits from a list of 30 
‘prescribed products’ were also exempt from tax.’ 

These concessions are expected to have gener- 
ated differential timing differences and hence finan- 
cial statement impacts across the two sectors. Hope 
and Briggs (1982) provide evidence indicating that 
for UK companies the financial statement impact 
of adopting tax effect accounting is a function of 
industry. Thus, in the empirical work which fol- 
lows we partition our data into two broad 
samples—industrials and mining (commenting 
only occasionally on within sample variation). We 
find that the financial statement impact is a 
function of industry (mining vs industrial) and also 
time (pre- or post-DS4) and that while there is 
some’ evidence in support of the ‘earnings 
management’ hypothesis it offers, at best, a partial 
explanation for the adoption decision. 

The paper is structured as follows. The next 
section reviews the evolution of the various tax 
accounting regulations in Australia. The third 
section describes our data sources. The fourth 
section surveys the tax effect practices of publicly 
listed companies between 1960 and 1985 and 
documents the regulatory effects discussed above. 
The fifth section documents differential financial 
statement impacts both by industry and time. It 
also evaluates the Leppinus (1977)/Gibson (1984) 
arguments that the cause of the ‘headlong race’ to 
adopt tax allocation post-DS4 was the favourable 
impact on reported profits. Consistent with this 
argument, the post-DS4 adoption of tax effect 
accounting is seen to be, on average, tax expense 
reducing/income enhancing. However, while 
industrials also experienced a favourable impact on 
the balance sheet (i.e., opening retained earnings 


The gold concession generates permanent, the others timing, 
differences. The mining industry also received extensive assist- 
ance in the form of subsidies (¢.g., for oil and gold search), 
tariffs and bounties. Within two years of the federal Labor 
party’s assumption of power in 1972 the majority of these 
concessions had been removed. Refer Downer (1974) and 
Fitzgerald (1974) for reviews. 
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increased due to the prior pericd adjustment), 
miners typically experienced a negative balance 
sheet impact (1.e., a reduction in opening retained 
earnings). The results for the pre-DS4 period stand 
in marked contrast. For industrials, adoption was 
just as likely to increase tax expense/reduce income 
as it was to reduce tax expense/increase income. 
Yet it was almost uniformly tax expense increas- 
ing/earnings reducing for miners. The final section 
summarises our conclusions and conjectures on 
directions for future research. 


Institutional reporting requirements’ 


Legislative Provisions 

Gibson (1984, p.78) reports that prior to 1960 
the taxes payable method was almost universally 
adopted and that companies did not typically 
explain any discrepancy between reported tax 
expense and the prima facie amount payable 
determined by applying the company tax rate to 
reported profits. 

In 1971 the Victorian Companies Act (Ninth 
schedule, para. 2(2)), was amended to require that 
there be shown: 


...in the accounts or group accounts in 
respect of the financial year (whether by way 
of note or otherwise) the amount set aside for 
the payment of income tax att-ibutable to the 
financial year. 


and (para. 3(C)): 


The net amount set aside to ary provision for 
the payment of income tax attributable to a 
period other than the financial year. 


With respect to the balance shzet, companies 
were required to disclose (para. 5(1)(i)(iv)): 


... the amount of provision for income tax, a 
distinction being drawn between the amount 
provided for current liability and that 
provided for future liability, and any amount 
provided for the purpose of its being used to 
counter the effect of undue fluctuations in 
liability for income tax being shown separ- 
ately. 


There was a further requirement (para. 4) to 
explain any difference of more tkan 15 percent 
between the current tax provision and the prima 
facie tax expense based on reported profits. The 
major items responsible for this difference and 
their estimated amounts were also to be disclosed. 
This move was followed in New South Wales the 
same year and in South Australia and Queensland 


3Gibson (1984) provides a detailed discussion of various 
episodes in the evolution of tax effect accounting in Australia. 
We use that discussion as a platform for our own. 


w 
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a year later, enabling Gibson to conclude that 
legislation was effective for most companies for the 
financial year ended 30 June 1973. 

Gibson (p.83) reports that these amendments 
were generally regarded as requiring income tax 
allocation, although he also recognises that some 
companies did not interpret them in this fashion. 
Certainly, the legislation implicitly recognised tax 
allocation via the requirements to disclose 
provisions made for tax attributable to a period 
other than the financial year. However, whether it 
required tax allocation is a moot point. An equally 
plausible interpretation is that it simply required 
the disclosure of deferred tax information when 
and where tax allocation had been adopted.* 


Stock Exchange Requirements 

The Australian Associated Stock Exchanges 
(AASE) amended their Official List Requirements 
in October 1967 to require companies to give an 
explanation of any difference of more than 15% 
between the stated amount provided for tax and 
the prima facie tax payable. This amendment ap- 
pears to have been the spur not only to the 1971 
Victorian Companies Act amendments but also to 
a flurry of activity by the professional accounting 
bodies. The Institute of Chartered Accountants in 
Australia (ICAA) issued an exposure draft on tax 
allocation in November 1967. Gibson (p. 81) 
reports that shortly thereafter the Stock Exchange 
of Melbourne issued a provisional statement of 
standard procedure which endorsed tax effect 
accounting. 

In June 1974 the AASE amended its listing 
requirements to include the following recommen- 
dation: 


Published accounts are required in normal 
circumstances to be prepared in accordance 
with statements of accounting standards 
issued from time to time by the Institute of 
Chartered Accountants in Australia and the 
Australian Society of Accountants. 


Departures from these standards were to be 
disclosed, explained and, unless impractical, the 
effects on the financial statements quantified. 
However, as Whittred and Zimmer (1990, p. 6) 
observe, explicit endorsement of accounting 
standards seems to have disappeared in a major 
revision of the listing requirements in June 1979. 


Accounting Standards 
Tax effect accounting has been on and off the 
policy making agenda ever since the ICAA first 


‘Note that the required reconciliation between prima facie tax 
expense and the actual provision presumably means that most 
companies would have to incur the direct (bookkeeping) costs 
of a tax allocation system; whether they chose to use it for 
external reporting or not. 
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addressed this issue in its November 1967 exposure 
draft. Exactly three years later Statement D4, 
based on comprehensive tax allocation under the 
liability method, was released. After significant 
revisions D4 was accepted by the Australian 
Society of Accountants (ASA), and the two bodies 
jointly issued Statement DS4, Accounting for 
Company Income Tax in October 1974. DS4 
was subsequently amended in July 1976. Table 1 
provides a brief summary of the various 
regulations and the principal dimensions on which 
they have differed over time. Salient features of the 
initial pronouncement and subsequent changes to 
it are outlined briefly below. 


D4 [November, 1970] 


D4 recommended comprehensive tax allocation 
under the liability method. A distinction was made 
between the treatment of deferred debits arising 
from timing differences and those arising from the 
carry forward of tax losses. The former were to be 
charged as an extraordinary item before the net 
profit for the period (para. 29b). They could be 
carried forward in the balance sheet as ‘deferred 
income tax expense’ only in the rare instance where 
‘it is virtually certain to be recouped by way of an 
income tax saving out of future profits’ within a 
‘reasonable and relatively short period of time’ 
(para. 29c). Future benefits arising from tax losses 
were to be disclosed by way of a note, except in the 
comparatively rare situation where it was virtually 
certain that the future tax benefit of present losses _ 
would be realised; in which case, the accounting 
loss could be ‘decreased by a credit to profit and 
loss statement ..., and the corresponding debit 
should be carried forward in the balance sheet’ 
(para. 36). A deferred credit resulting from timing 
differences was to be credited to a ‘provision for 
deferred income tax’. Where both the deferred tax 
credit and future income tax benefit accounts had 
non-zero balances, net amounts could be disclosed 
in the balance sheet (para. 33). Either way, the 
balances were to be classified as non-current items 
(para. 34). However, offsets of future tax benefits 
against deferred tax liabilities held in different 
companies within the group during consolidation 
were not permitted (para. 47). 


DS4 [October, 1974] 


D4 was revised and reissued as DS4 in October 
1974. There were three significant changes. First, 
DS4 removed the distinction between deferred 
debits arising from timing differences and those 
arising from the carry forward of tax losses. Both 
could now (subject to the criterion described 
below) be taken to a non-current asset account, 
viz., future income tax benefit (para. 20). Second, 
DS4 changed the criterion for the recognition of a 


Time Series of Professional Requirements on Tax Allocation in Australia 


Table 1 


DS4 
(July ’76) 
ICAA/ASA 
comprehensive 
Hability 


no 


DS4 
(Oct. 74) 
ICAA/ASA 
comprehensive 


liability 


no 


D4 
(Nov. °70) 
ICAA 


ED2 
(Nov. *69) 


ICAA 
comprehensive 


liability 


no 


EDI 
(Nov. ’67) 
ICAA 
comprehensive 
liability 
no 


yes 


beyond reasonable doubt 


virtual certainty 


yes 
yes 


reasonable expectation 


reasonable expectation 


yes 


no 


comprehensive 
lability 

virtual certainty 
virtual certainty 
no 


no 


yes 


virtual certainty 


virtual certainty 


no 


yes 


virtual certainty 


virtual certainty 


no 


—timing diffs 
—tax losses 


Initial adjustment to 


from timing differences 
and tax losses? 

Test for carry forward of 
retained earnings? 


Comprehensive/partial basis 
FITBs 


Liability/deferral method 


Group offset? 


Distinguish between FITBs 
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future tax benefit from that of ‘virtual certainty’ of 
realisation to one of ‘reasonable expectation’ 
(para. 22). This may be interpreted as a relaxation 
in the rules applicable to the creation of future tax 
benefits.’ Third, DS4 included an 2xplicit induce- 
ment to adopt tax effect accounting. In an-express 
exception to the then prevailing standard (DS 1.2: 
Profit and Loss Statements), companies adopting 
tax effect accounting were allowed to take the 
initial amounts required to establish deferred tax 
balances to opening retained earnings, instead of 
the profit and loss account (para. 33). 


DS4 [July, 1976] 


Following regulatory objections,® DS4 reintro- 
duced the distinction between deferret} debits 
arising from timing differences and tax loss carry- 
forwards.’ The former were to be carried forward 
only where the realisation of the benefit could ‘be 
regarded as being assured beyond any reasonable 
doubt’. The latter were not to be brought to 
account unless ‘virtual certainty’ existed as to 
realisation (para. 23). These requirements have 
remained unchanged since 1976. A subsequent 
exposure draft (ED3, 1981) signalled a desire to 
adopt partial allocation of income tax, by 
extending the ‘beyond reasonable doubt’ test to the 
recognition of deferred credits. 


Summary 

Based on the preceding discussion, Figure 1 
summarises the reporting obligations in force at 
various times over the period 1960 to 1985. The 
1970-74 sub-period is clearly one of significant 
changes in tax reporting requirements. This 
sub-period opens with D4, the first professional 
requirement for tax allocation. It closes with the 
Australian Associated Stock Exchange’s require- 
ment that companies comply w-th Australian 
accounting standards. The 1971 and 1972 Amend- 
ments to various State Companies Acts became 


‘Leppinus (1977, p. 33) argues that with the end of the mining 
boom in the early 1970s, double digit inflation and an explosion 
in wages growth resulting in material increases in employee 
benefit provisions, formerly profitable companies experienced 
operating losses for the first time. This resulted in greater 


. emphasis on (and flexibility in) the recording of future tax 


benefits. Gibson (1984) argues along similar lines. We evaluate 
this argument below. 

SIn March 1976 the Victorian Corporate Affairs Commission 
objected to tax effect accounting by /oss companies. In April, 
the ACT Companies office objected to such accounting by any 
company; at the same time the NSW Corparate Affairs Com- 
mission endarsed DS4! 

"However, para. 24 permitted a tax Icss incurred in a 
company where a provision for deferred tax already existed to 
be recognised as a future tax benefit and brought to account as 
a reduction in that provision to the extent that the timing 
differences relating to the deferred tax provision would reverse 
within the period during which the tax Icss would remain 
available as a deduction. ` 
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effective towards the end of this period (June 1973). 
The fourth section below indicates that this was 
also the period in which tax effect accounting 
gained a significant toehold in the Australian cor- 
porate sector. 

The spread of tax effect accounting is unlikely to 
be independent of these regulatory changes. 
However, their relative significance is problematic. 
First, over the time period of this study and despite 
interpretations to the contrary (e.g., Gibson, 1984) 
the legislative changes do not appear to have 
required tax allocation. Second, while part way 
through this period (June, 1974) the Stock 
Exchanges required listed public companies to 
comply with Australian accounting standards, we 
are unaware of any public record of a listed 
company being disciplined for non-compliance 
with an accounting standard during the period of 
interest. Also, it will be recalled, this particular 
Stock Exchange rule disappeared in a 1979 revision 
of the Official List Requirements. Third, the tax 
effect standard has been one for which the degree 
of non-compliance, in the form of non-adoption 
and technical violations of the standard, has been 
extremely high (Craswell, 1977). Non-adoption is 
evidenced in our data (Table 2 discussed sub- 
sequently) by the low rates of adoption in the first 
four years after the release of D4 and the fact that 
even after 1974 the proportion of total companies 
adopting tax effect accounting never exceeded 69 
per cent. Finally, the interpretation and appli- 
cation of the accounting standard was controver- 
sial and, among accountants in public practice, 
support for the standard was mixed. There are 
many notable instances of non-adoption of tax 
effect accounting which auditing firms elected not 
to qualify.® 


Data sources 


It is apparent from the previous section that, 
insofar as the evolution of tax effect accounting is 
concerned, the five year period 1970 through 1974 
is an important one. While our attention focuses 
on this interval, we also consider the reporting 
practices of Australian companies over the entire 
1960 to 1985 period. The selection of these years is 
dictated by the nature of available data sources. 

The primary source of data is the CRIF tapes 
which carry the annual report records of 
Australian listed public companies between 1951 


"See Christofi (1977) and Leppinus (1977). In May 1971, the 
ICAA issued Statement K1 requiring member compliance with 
accounting standards issued after 1 January 1970. Where 
compliance was considered inappropriate, disclosure of the 
departure with an explanation and quantification of its financial 
statement effects was required. The ASA did not issue a K1 
equivalent (ASA 300) until July 1973 and did not endorse the 
tax effect accounting standard until the 1974 revision. 
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and 1985 inclusive.’ Companies adopting tax effect 
accounting were identified on the basis of the 
disclosure of a non-zero balance in one or more of 
the following items in the consolidated accounts: 
future tax benefit, deferred tax liability and 
deferred tax expense. A distribution of adopting 
firms by vear and industry was obtained. From this 
initial distribution it became apparent that there 
were two kinds of biases inherent in the CRIF 
database in relation to the present research. 

First, the CRIF database ccverage increased 
from 485 (or 39.6% of listed companies) in 1976 to 
919 (or 81.4%) in 1977. As a corsequence, a large 
number of initial adopters appeared to have done 
so in 1977, their first year on the database, rather 
than in their actual year of adoption. Consequently 
the annual reports of all companies on the 
database adopting between 1970 and 1980 were 
checked to determine the actual year and the 
financial effects of adoption. Where the adoption 
date was prior to the firm’s first year on CRIF, the 
relevant financial values for that year were added 
to the database, and all intervening years assigned 
the appropriate adoption signal. Initially 661 com- 
panies were identified as adopters. Sixty-four of 
these were deleted because their accounts could not 
be found either in the AGSM microfiche/hardcopy 
collection or at the Sydney Stock Exchange. Fifty 
observations were deleted becausz they were either 
duplicate observations for companies that had had 
name changes, or were incorrectly identified as 
adopters due to coding errors on CRIF.” Ten 
companies which were found to have adopted prior 
to 1970 had their records adjusted accordingly, 
thus dropping them out of the 1970-80 sample 
used for our cross-sectional analysis. For a further 
24 companies we were able to canfirm the year of 
adoption, but not the financial statement impact. 
These companies remain in our time-series, but not 
our cross-sectional, analysis. The number of com- 
panies adopting between 1970-80 in these analyses 
are, respectively, 537 and 513. 

Second, prior to the expanded coverage in 1977, 
the database was significantly underweight in 
mining companies. In the decade prior to 1977 the 
average proportion of industrial vs. mining 
companies listed on the Australian Stock Exchange 
was 80:20. The CRIF proportions were 95:5. This 
differential representation was only partly allevi- 
ated by the updating to the database described in 
the preceding paragraph. We correct for this bias 
by identifying all mining companies that first 


The Centre for Research in Finance within the Australian ` 
Graduate School of Management maintains this record. The 
number of companies in the 1986 edition of the file varies from 
around 300 in the sixties to between 700-900 per year in the 
eighties. 

The 22 firms in the latter category remain on the database as 
‘non-adopters’. 
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appear on the database in 1977 and incorporating 
such of their reports as are available back to the 
later of their year of listing or 1969. The choice of 
1969 is arbitrary and dictated by the fact that little 
seemed to be happening prior to this date. This 
increased the CRIF proportion of miners from an 
average of 5% to 18%. The final distribution of the 
proportion of adopting firms by year and industry 
is presented in Table 2. 

The industry classification used is that of the 
Australian Stock Exchange (ASX) as at March 
1990. While it is possible to partition the data using 
each of the ASX’s 23 industries, only a ‘mining’ 
versus ‘industrial’ dichotomy is provided in Table 
2. This is done for ease of presentation and, as 
discussed earlier, because the mining sector has 
historically received preferential tax treatment 
vis-à-vis industrials and this is expected to have 
generated differential timing differences and 
financial statement impacts. 

The adoption of tax effect accounting is only 
possible if a company is subject to income tax. For 
two of the ASX’s 23 industry classifications this is 
not the case. Gold explorers/miners have been 
exempt from income tax since 1924.'' Property 
trusts, as trusts, are likewise exempt from tax. All 
companies classified in either industry were 
therefore deleted from the analysis. 

Table 2 should be interpreted with caution as 
measurement error can enter in three major ways. 
First, the CRIF annual report record does not 
maintain a time series of industry codes. Each time 
a company changes classifications the industry 
code is updated and is applicable to all prior years. 
This is acknowledged as a weakness in the data; 
one which is not easily remedied. Second, non- 
conventional classification or non-disclosure of tax 
balances will result in an understatement of the 
proportion of adopters in any year or industry. 
The extent of this bias is unknowable. Third, it is 
possible for an ‘adopter’ to be classified as a 
‘non-adopter’ if, in the year of initial adoption, the 
effect was to create deferred tax benefits which 
could not be carried forward. This bias results in 
companies being classified as adopters in a later 
year than is really the case. 


Adoption frequencies: 1960 to 1985 


There appear to be three distinct phases in the 
evolution of tax allocation: 1960-69, 1970-74, and 
1975-85. These periods can be characterised in life 
cycle terms as ones of introduction, growth and 
maturity, respectively. 


"The exemption was removed effective 1 January 1991. 
However, income from non-gold production is assessable and 
presumably accounts for the very few companies in this industry 
which do adopt tax effect accounting. Over the 1970-85 period 
five gold companies were identified as adopters, but these have 
been deleted from the analysis. 
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Table 2 indicates that in the first decade 
adoption was voluntary and typically confined to 
one or two innovators, though across a relatively 
broad cross-section of industries. On average, only 
4 percent of sample companies adopted tax 
allocation. Towards the end of the decade the 
ICAA and the Stock Exchanges released their 
initial views on tax allocation and the first audit 
qualifications ‘in respect of material undisclosed 
future tax liabilities’ appeared.’ However, the 
effect of these changes on corporate reporting 
practice appears to have been modest. 

Between 1970 and 1974 the proportion of 
companies allocating tax increased from less than 
ten to over 30 percent. Tax allocation spread 
across all industries; though it was employed by the 
majority of companies in only a handful of these. 
As discussed earlier, this was a period of intense 
regulatory activity (D4, DS4 and both Companies 
Act and Official List amendments). However, even 
allowing for potential underestimation of the de- 
gree of compliance due to the measurement errors 
discussed above, the accounting profession’s 
efforts at enhancing the level of compliance with 
accounting standards (ASA 300, K1) appear to 
have met with only modest success. At the same 
time it seems that audit firm support for the tax 
standard must also have been either mixed or 
absent; for there is no evidence of any significant 
increase in non-compliance qualifications over this 
period (Craswell, 1986, pp. 149, 161). Gibson 
(1984, p. 85) observes that ‘some companies’ audi- ` 
tors qualified their report because of the failure to 
adopt tax allocation, while other companies’ audi- 
tors seemed unconcerned’. 

Between 1975 and 1985 the proportion of 
adopters fluctuates between 60 and 69 percent. 
DS4 became effective for companies reporting in 
1975. It removed the distinction between deferred 
debits arising from timing differences and those 
arising from tax losses. It also ‘loosened’ the 
criterion for their recognition (from virtual 
certainty to reasonable expectation) and allowed 
adjustments for initial adoption to be taken to 
retained earnings rather than to the profit and loss 
account. These changes are associated with a 
significant increase in the proportion of companies 
adopting tax allocation—up from 33 to 67 percent 
with most of the increase concentrated in the 
industrial sectors.'* However, this ‘period of grace’ 


“Coopers & Lybrand qualified the accounts of Broken Hill 
South and Western Mining Corporation: both mining compa- 
nies (refer Craswell, 1977). 

BGibson (1984, p. 83) reports that by 1973 about one-third of 
industrials listed on the Melbourne Stock Exchange had 
adopted tax effect accounting. This proportion is consistent 
with those reported in Table 2. 

“Christofi (1977) surveys a sample of 100 listed companies 
reporting in 1976 and finds a 75 percent adoption rate; slightly 
higher than that observed here. 
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proved to be relatively short Hved. Following 
regulatory objections (see footnote 6) DS4 was 
amended in 1976. The tests for the carry forward 
of future tax benefits were changed from “reason- 
able expectation’ to ‘beyond reasonable doubt’ and 
‘virtual certainty’ for timing differences and tax 
losses respectively. The average proportion of 
adopters post-1976 drops to around 62 percent. 

During the period in which tax effect accounting 
gained a significant toehold in the corporate sector, 
1970-74, it appears to have been embraced with 
equal, if modest, enthusiasm in both the mining 
and industrial sectors. Over this interval around 21 
percent of industrials (excluding property trusts) 
and 19 percent of miners (excluding gold) adopted 
tax allocation (y7=0.93, p=0.33). However, 
during the post-DS4 period, industrials were over 
twice as likely as miners to be adopters—70 versus 
29 percent respectively (7? = 485, p = 0.00). At first 
glance the revisions to DS4 in 1976 seem to have 
affected the mining sector more dramatically than 
the industrial sector. Across individual mining 
sectors adoption proportions drop between 16 and 
40 percent, averaging 26 percent. The average drop 
across all industrial sectors is 9 percent. However, 
it is difficult to disentangle this effect from the 
contemporaneous increase in the database cover- 
age for miners. 


Financial statement impact of tax effect 
accounting 


It seems clear that the liberalising amendments 
to DS4 and their subsequent reversal had an 
impact on the adoption frequencies. But it is 
equally clear that some 30 percent of companies 
had voluntarily adopted the method prior to the 
release of DS4 in 1974. This raises a number of 
questions. First, did the purportedly beneficial 
impact of adoption on reported profits post-DS4 
actually exist? Second, did the same factor 
influence those companies that adopted pre-DS4? 
If not, what other factors might have been at work? 
We examine these issues by. focusing on the 
financial statement impact of adoption over the 11 
year period 1970-80, centred on the release of DS4. 
Over this period some 513 companies adopted tax 
effect accounting. 

We focus on the impact of adoption on compa- 
nies’ reported tax expense and hence reported 
profits. The impact is computed as the difference 
between the reported tax expense (RTE) and what 
this figure would have been had tax effect account- 
ing not been adopted (ETE). The latter (or ‘as if’) 
figure is calculated by adding back (subtracting) 
any changes in the deferred tax asset/liability 
accounts (other than those for the initial prior 
period adjustment) to the reported tax expense. 
The percentage impact is found by scaling this 
difference by the absolute value of the ‘as if? figure. 
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This metric allows us directly to examine the one 
testable implication that comes out of the 
Leppinus/Gibson argument-—on average the 
adoption of tax allocation should, relative to the . 
taxes payable method, reduce a company’s 
reported tax expense in the year of adoption. 
Indeed, in the extreme, a company might even be 
able to convert a positive tax expense into a 
negative one; that is, book an income tax benefit 
through the profit and loss statement. The impact 
on the operating profit is evaluated in a similar 
fashion. The percentage impact is measured as the 
difference between the reported (RTE) and ‘as if’ 
tax expense (ETE) scaled by the absolute value of 
operating profit after “as if? tax. That is, what 
difference did adoption have on the after tax 
profits that would otherwise have been reported? 

Table 3 contains the results of this analysis. Note 
that the maximum number of observations in 
Table 3 is 494 not 513; nineteen cases are lost due 
to division by zero. Note also that where the 
percentage impact exceeded +100% we have set it 
equal to 100%. The number of outliers treated in 
this way is indicated in the Table. Note finally that 
the impact on after tax: profits is indicated by the 
figures in parentheses in panels A and B of Table 3. 

For 63.6% of companies in the pooled data 
adoption reduced tax expense, for 34.2% it 
increased tax expense and for 2.2% it had no 
impact." The sign test confirms that adoption was 
more likely to be tax expense reducing/income 
enhancing. Panel A indicates that for companies 
experiencing reduced tax expense the median 
impact was 9.58%, with after tax profits increasing 
by 8.30%. Panel B indicates that for companies 
experiencing increased tax expense, the median 
impact was 10.34%, with after tax profits falling 
some 5.81%..With the exception of those compa- 
nies experiencing increases in tax expense in the 
pre-DS4 period, the median impact of the adoption 
of tax allocation on the reported tax expense is 
8%--10%. The impact for the former group is 
approximately 50% higher and is influenced by the 


asymmetry in. the distribution of the outliers—all 


13 fall into this group. The median impact on 
operating profits is somewhat more variable, lying 
between 4% and 10%. 

Strictly the Leppinus/Gibson argument refers to 
the impact of DS4. Table 3 provides results for the 
pre- and post-DS4 periods, with the latter 
subdivided by the removal of the liberalising 
amendments to DS4 in 1976. The sign test indicates 
that adoption was just as likely to be tax expense 
increasing as it was reducing pre-DS4. In contrast, 
and consistent with the Leppinus/Gibson 
argument, adoption was over three times more 


While adoption did not affect current tax expense for this 
subset of companies, each took the initial adjustment for prior 
period effects directly to retained earnings. 
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likely to be tax expense reducing/income increasing 
as it was tax expense increasing/income reducing 
following the release of DS4. The 1976 amend- 
ments reduced this divergence to 1.8 times for tax 
expense and 1.5 times for operating profits after 
tax. 

If companies adopt tax effect accounting in years 
in which accounting income subject to tax Is 
negative, this would also be consistent with the 
Leppinus/Gibson argument; since they credit to 
profit and loss an income tax benefit. Unfortu- 
nately, accounting income subject to tax is not 
observable, though pre-tax accounting profit/loss 
is. The link between the two is permanent 
differences. If companies experiencing pre-tax 
accounting losses are more likely to experience 
negative accounting income subject to tax, the 
former will be a proxy for the latter. We observe 
19 companies (3.7%) adopting tax effect account- 
ing in a year in which they record a pre-tax loss; 
with 18 of these (94.7%) doing so post-DS4. Thus 
only a small proportion of adopters appear to have 
booked as income the benefits arising from tax 
losses, though this proportion did increase follow- 
ing the release of DS4—from 0.61% to 5.16%. 

Given our earlier observation that the tax regime 
confronting miners has historically been more 
favourable than that confronting industrials, Table 
4 breaks down the statistics in Table 3 by industry 
classification (mining vs. industrial). It is apparent 
that in the pre-DS4 period adoption is just as likely 
to be tax expense increasing as reducing for 
industrials, yet it is overwhelmingly increasing for 
miners. The median increase in tax expense and 
hence the impact on operating profits for miners is 
also larger than for industrials. Indeed 36.4% of 
miners (only 6.1% of industrials) report an 
increase in tax expense of more than 100% (and 
are consequently set equal to 100%). As before, for 
the majority of companies in both sectors in the 
post-DS4 period adoption was tax expense reduc- 
ing/income enhancing. Also as above, the 
mean/median impact on profit is typically smaller 
than on the tax expense. Panel A indicates that the 
mean/median reduction in tax expense/increase in 
profits is generally greater for industrials than 
miners. Panel B that indicates the converse also 
holds. The mean/median increase in tax expense/ 
reduction in profits is generally greater for miners 
than industrials. 

The Leppinus/Gibson argument ignores the 
balance sheet impact of the adoption decision. 
Depending on the financial contracts in place this 
impact might be just as important as the income 
_ Statement effect. Tables 5 and 6 summarise the 
impact of initial adoption on retained earnings 
and the deferred tax asset/liability accounts 
respectively. 

Table 5 indicates the impact on retained 
earnings. In the pre-DS4 period, we see the impact 
ABR 23⁄92—F 
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on industrials being evenly distributed between 
increases and decreases, and for roughly the same 
average amounts. In contrast, adoption results in 
a significant reduction in retained earnings for the 
majority of miners. In the period immediately 
following DS4 the impact on retained earnings 
reinforces the earnings effect for the majority of 
industrials (i.e., retained earnings increases, tax 
expense reduces). But the ‘rush to adopt’ is much 
less obvious amongst miners. While the majority 
report reductions in tax expense, it is also clear that 
the cumulative impact of prior period timing differ- 
ences is to reduce, not increase, retained earnings. 

Table 6 reports the impact of adoption on the 
deferred tax asset and liability balances. Note that, 
while the various deferred tax standards have never 
allowed the netting of deferred tax debits and 
credits in consolidated accounts,'* we have done so 
here in order to simplify the data description. On 
average, with the exception of the immediate post- 
DS4 period, adoption results in miners recognising 
net deferred tax liabilities. For industrials, 
recognition post-DS4 typically resulted in deferred 
tax benefits, while pre-DS4 the impact was evenly 
distributed. 


Summary and conclusions 


The evidence presented in the two previous 
sections suggests the following general conclusions. 
First, the release of DS4 (in 1974) was associated 
with a significant and sustained increase in the 
number of companies adopting tax effect- 
accounting. The impact appears to have been more - 
pronounced in the industrial compared with the 
mining sector. The impact of the 1976 amendments 
restricting the carry forward of tax benefits is less 
obvious, though it is the case that post-DS4 
adopters were much more likely to be industrials 
than miners. Pre-DS4 the adoption frequencies 
were similar. 

Second, there are systematic differences between 
miners and industrials in the financial statement 
impact of adopting income tax allocation. In the 
pre-DS4 period, and for industrial companies, 
adoption was just as likely to reduce tax expense, 
increase accumulated retained earnings and create 
a deferred tax asset as it was to increase tax 
expense, reduce retained earnings and create a 
deferred tax liability. In contrast, adoption was 
overwhelmingly tax expense increasing, retained 
earnings reducing and deferred tax liability 
creating for mining companies. 

Third, support for the Leppinus/Gibson 
argument comes principally from the industrial 
sector, post-DS4. Post-DS4 the majority of adopting 


'’The rationale being that income tax is assessed at the level 
of the company, not the group, and it was not until after 1985 
that tax legislation permitted intra-group transfers of tax losses. 
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Table 5 
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Impact of Adoption of Tax Effect Acconnting on Retained Earnings;* Year of Adoption, by Time (Relative to 


DS4) and Industry 


n <0 
n =0 
n> 0 
Sign test: 
2 tail probability 


Mean 


Mean 
Median 
Std. Dev’n 
n 


— 37.92% 

— 48.79% 
22.36% 
il 


5.55% 
5.08% 
4.37% 
3 


—21.55% 

—8.16% 

28.56% 
74 


24.59% 
13.75% 
30.44% 
72 


Post-DS4 


1975-76 


— 33.40% 
— 38.24% 
23.56% 

8 


11.84% 

13.00% 
6.34% 
3 


Industrial 


Panel A: Retained Earnings Reducing 


— 39.69% 

— 19.10% 
41.75% 
40 


Panel B: Retained Earnings Increasing 


31.65% 

18.66% 

31.48% 
224 


1977-80 


Mining 


— 31.65% 
— 6.34% 
45.31% 

7 


26.59% 
8.99% 

37.29% 
6 


Industrial 


19 

4 
35 
0.040 


~ 20.74% 
—8.61% 
26.79% 

19 


25.98% 
16.44% 
27.67% 
35 


*Impact calculated as the net change in deferred tax liability/benefit scaled by retained earnings excluding the 


impact of deferred tax accounting. 


Table 6 


Impact of Adoption of Tax Effect Accounting on Deferred Tax Balance in Balance Sheet; Year of Adoption, 
by Time (Relative to DS4) and Industry 


n < 0 (net credit) 
n=0 

n > 0 (net debit) 
Sign test: 

2 tail probability 


Mean 


0.002 


Panel A: Net Deferred Tax Liability [Total Equities 


4.56% 


0.563 


0.96% 

0.54% 

1.05% 
69 


Post-DS4 


1975-76 


Mining 


5 
0 
6 
1.000 


5.53% 
3.50% 
5.47% 
5 


Industrial 


24 

I 

240 
0.000 


0.90% 

0.42% 

0.92% 
24 


Panel B: Net Deferred Tax Benefit /Total Assets 


0.29% 
0.29% 


—_ 


| 


1.39% 

1.11% 

1.21% 
77 


2.26% 
2.51% 
1.84% 
6 


2.28% 

1.86% 

1.68% 
240 


1977-80 


Mining 


4.11% 
1.48% 
6.53% 
9 


0.41% 
0.23% 
0.46% 
4 


Industrial 


15 
4 
39 
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industrials experience a reduction in tax expense, 
an increase in retained earnings and create a 
deferred tax benefit (i.e., they report favourable 
impacts on both the income statement and the 
balance sheet). Not only is this a reversal of the 
pre-DS4 experience, but it stands in contrast to the 
contemporaneous experience of the mining sector. 
The majority of miners do experience a reduction 
in tax expense. However, this favourable income 
statement effect comes at the cost of an adverse 
balance sheet impact. The magnitude of the prior 
period adjustment to reflect cumulative timing 
differences is such as to reduce retained earnings 
and create a deferred tax liability. 

These observations leave us with a number of 
additional questions. If it was not the impact on 
the ‘bottom line’ that motivated mining companies 
to adopt tax allocation what was it? And how do 
we explain those 50% of industrials in the pre-DS4 
period who adopted tax allocation despite its 
adverse financial statement impact? Alternative, 
but not necessarily mutually exclusive, expla- 
nations for the adoption of tax allocation are 
contracting and political costs. Conventional 
contracting cost arguments based on debt 
constraints (leverage and interest cover) are likely 
to be of limited applicability here.” In contrast, a 
firm’s dividend paying capacity (defined by the 
statutory restriction on dividends) may be affected 
through the impact of adoption on retained 
earnings. A political cost explanation also offers 
promise. The late 1960s and the early 1970s were 
a period of increasing public awareness of shifts in 
relative tax burdens from the corporate to the 
personal sector, and of the generous tax incentives 
available to the mining sector. The situation was 
exacerbated by the healthy profit growth of this 
industry during the mining boom of 1968-74. 
Political pressure eventually resulted in the re- 
moval of numerous tax incentives by the incoming 
Labour government in the early 1970s. In such a 
climate companies, particularly miners, might well 


"If tax allocation is expense increasing it is also liability 
increasing and will therefore tighten typical borrowing 
covenants. If tax allocation is expense reducing it increases 
intangible assets and will therefore have no impact on typical 
borrowing covenants which are defined over total tangible 
assets. Interest cover is typically defined on a pre-tax basis and 
will be unaffected by the decision to adopt tax effect accounting 
(refer Whittred and Zimmer, 1986). 
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favour the adoption of accounting methods that 
increased their reported tax rate. The argument is 
similar to that of Wong (1988) who reports that 
New Zealand companies recefving significant 
export tax credits (at a time when the relative tax 
burden was a politically sensitive issue) favoured 
accounting for them in a manner which increased 
reported tax rates. While this conjecture is consist- 
ent with the financial statement impacts identified 
in the previous section, detailed analysis of it 
remains the subject of a subsequent paper. 
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Book Reviews 


Business, Accountancy and the Environment: A Pol- 
icy and Research Agenda. R. Macve and A. Carey 
(eds.) Institute of Chartered Accountants in Eng- 
land and Wales, 1992. vii + 129pp. 


This Report is the result of an ambitious undertak- 
ing of the Environment Research Group of the 
Institute of Chartered Accountants in England and 
Wales. It is a broad-scoped venture into the some- 
times emotionally and politically charged area of 
environmental concerns. The Research Group re- 
ports that it set out to ‘sift the practical from the 
utopian’ in its analysis of the key environmental 
issues ‘that need to be addressed by business itself, 
by government and by the accountancy profession 
and other bodies’. It succeeds in presenting a 
cohesive, readable document that examines cor- 
porate environmental reporting, environmental 
management, and environmental auditing from a 
multinational and UK perspective. 

A well written Executive Summary in Chapter 1 
prepares the reader for the substantive issues that 
follow. Chapter 2 describes the pressures from 
regulatory authorities, as well as from the market- 
place, which call for a higher level of environmen- 
tal performance from business. Among those 
influences described are consumer, workplace and 
pressure group initiatives such as The Green Con- 
sumer Guide, Greening the Workplace: A TUC 
Guide to Environmental Policies and Issues at Work, 
and actions taken by Greenpeace and Friends of 
the Earth. Important provisions of The Environ- 
mental Protection Act, 1990, are briefly reviewed, 
and selected EC and UN policies and programs 
are described. This second chapter concludes with 
a description of the information that is cur- 
rently available about an entity’s environmental 
performance. 

Chapters 3 and 4 survey reporting practices in 
the UK, in continental Europe, and globally, re- 
viewing various international recommendations re- 
lating to such practices. The Research Group 
concludes by endorsing the research priorities 
identified by the UN and the International Insti- 
tute for Sustainable Development. Specifically, the 
Report calls for the development of explicit guide- 
lines for classifying environmental expenditures 
and for the re-examination of the measurement 
and accounting issues related to contingent liabili- 
ties arising from environmental problems. These 
two chapters provide numerous exhibits illustrative 
of present disclosure practices and explore the 
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potential for additional disclosure alternatives | 
including both non-quantitative and financial 
information. l 

The following two chapters reflect the Research 
Group’s deliberations regarding the accountant’s 
role in environmental reporting, with Chapter 5 
examining that role in the context of the present 
accounting system, and the subsequent chapter 
suggesting revisions of the existing framework. As 
a basis for this discussion, Chapter 6 includes a 
review of recommendations by the UN and others, 
and relates the discussion to the ASB’s. Statement 
of Principles being adopted in the UK. The 
Research Group further examines the. need for 
quantification of environmental performance in. 
financial, as well as technical, terms. 

The importance to corporate management of 
developing a corporate culture of environmental 
awareness is the subject of Chapter 7, which con- 
siders three areas: the role of the board of direc- 
tors, the need for environmental information and 
control systems, and the concept of an internal 
environmental auditing programme. Of particular 
emphasis are the needs for information relevant to 
external regulation and reporting and for manage- 
ment decision-making and control. With this ob- 
jective, the Research Group recommends that 
entities ‘establish clear lines of responsibility, pri- 
oritise objectives and develop information systems 
for monitoring [environmental] performance’. 

The succeeding chapter discusses the impact 
of environmental taxes (‘fiscal instruments’) in 
motivating environmentally conscious corporate _ 
behaviour. The Research Group reports that the 
use of such incentives has taken a secondary role 
in the UK, contrary to practice in other devel- 
oped countries, with preference being given to a 
‘regulatory’ approach to environmental policy. 
The Report includes a summary of advantages and 
disadvantages related to the use of fiscal 
instruments and predicts a likely change in 
Britain’s approach to the use of these instruments. 

Chapter 9 reviews three types of audits. It 
specifically identifies planning concerns and audit 
considerations under existing pronouncements re- 
lating to financial statement audits, but also goes 
well beyond to explore the less well-defined con- 
cepts of public environmental disclosures and en- 
vironmental audits. Once again, the Research 
Group provides a background for its commentary 
by relating the discussion to existing pronounce- 
ments, APB exposure drafts, and international 
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recommendations. The Report suggests that the 
nature of the work to be performed by an auditor 
expressing an opinion on environmental disclos- 
ures, although dependent upon the disclosures 
themselves, will be similar to the work performed 
in ‘auditing financial statement assertions and in 
verifying qualitative information’ such as that con- 
tained in a company prospectus. As for the matter 
of an environmental audit, the Research Group 
adopts the definition of the International Chamber 
of Commerce: 


Environmental audit means a management 
tool comprising a systematic, documented, 
periodic and objective evaluation of the per- 
formance of the organisation, management 
system and equipment designed to protect the 
environment with the aim of: 


e facilitating management control of en- 
vironmental practices; 

e assessing compliance with company pol- 
icies, including observance of the existing 

„regulatory requirements. 


The Research Group concludes that environ- 
mental auditing involves a greater emphasis on 
detailėd controls than on overall reporting and 
that financial! statement auditors have essential 
expertise in evaluating systems of control, but 
would rarely have the requisite expertise to con- 
duct these audits unassisted by others. The Report 
recommends that audit teams include members 
with internal auditing, management, environmen- 
tal and scientific knowledge. 

The Report concludes with a proposed research 
agenda that suggests areas for further research 
(Chapter 10) and with a summary of its recommen- 
dations regarding disclosure of environmental in- 
formation, environmental management, auditing, 
the role of government and industry, research, and 
finally, the Institute's role (Chapter 11). 

In conclusion, the Report is.a comprehen- 
sive survey of the environmental challenges fac- 
ing business, government and the accountancy 
profession—one that is practical, as well as 
inspirational, in its content. 


Trinity University, Texas Linda B. Specht 


Before Writing Vol. I: From Counting to Cuneiform. 
Denise Schmandt-Besserat. Austin: University of 
Texas Press, 1992. xv + 269 pp. $60. 


Writing first appeared independently in three 
ancient civilisations: in the Middle East (in ‘Meso- 
potamia’), in China and in central America. Dr 
Schmandt-Besserat (hereafter “S-B’) explores the 
origins of writing in Mesopotamia (literally ‘the 
land in the middle of the rivers’, i.e. the area 
between the Tigris and the Euphrates, nowadays 
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occupied by Iraq). Writing first appeared here in 
about 3,100 BC. 

The conventional view since the 18th century has 
been that the first writing was ‘pictographic’, Le. 
consisting of stylised ‘pictures’ of the objects de- 
scribed; from these pictograms were developed first 
signs phonetically representing syllables and then the 
final breakthrough of individual letters of the ‘alpha- 
bet’. This is a story of increasing abstraction of the 
signs. But that sequence of development does not fit 
the evidence of the earliest cuneiform or ‘wedge- 
shaped’ writing of Sumeria, where the earliest signs 
are abstract and only later do signs appear that are 
more visibly representative of the shape of the 
objects. From where did these abstract signs (e.g. a 
circle with an incised cross for a sheep) originate? 
S-B’s thesis, which has been refined over fifteen years 
of painstaking archaeological investigation, is that 
these first written signs are two-dimensional rep- 
resentations, engraved in clay with a stylus or pen, of 
three-dimensional small clay objects whose function 
was primarily that of accounting for (i.e. keeping 
track of receipts, issues and stocks of) goods and 
animals. This emergence of accounting corresponds 
with the social changes brought abaut by the estab- 
lishment of agricultural communities in about 8000 
BC, and it later became more sophisticated in the city 
states that developed after 4000 BC. An administra- 
tive and increasingly bureaucratic elite needed to 
oversee the collection and redistribution of resources 
within the community. 

Small clay objects (cones, spheres, disks, cylin- 
ders, etc), which S-B calls ‘tokens’, have been 
found in the ancient sites and cities of Meso- 
potamia dating back to about 8000 BC. After 
examining and rejecting a number of possibilities 
for what they might be, S-B argues that these were 
originally used for the ‘concrete counting’ of the 
objects they symbolised—thus six cones rep- 
resented six measures of grain. In such ‘concrete 
counting’ there was no concept of, or symbol for, 
‘six’ as a number. But one could know, after 
counting off one by one up to the sixth, that one 
had six measures of grain, just as ene could know 
one had six cattle or six sheep. Some tokens 
represented sets of objects, e.g. a lentil-shaped disk 
for 10 animals. (There may have been words for 
such particular collections just as we still use 
special words for ‘twos’ of different kinds of 
objects, e.g., ‘twins’, a ‘duet’, a ‘couple’, a ‘brace’, 
a ‘pair’, a ‘yoke’.) 

After about 4400 BC, and especially from about 
3500. BC onwards, the tokens became much more 
complex, incorporating a variety of markings ap- 
parently reflecting the more sophisticated account- 
ing needs of the temple-based administration of 
the city states, where religious dues developed into 
‘taxes’. Later the tokens reverted to simpler, plain 
forms. 
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For some accounting purposes it would have 
been convenient to store sets of counters, e.g. one 
set of three measures of grain, another of four, two 
others of six, etc., representing amounts supplied 
by or to, or owed by or to, different individuals or 
administrative units. Enclosing the sets in individ- 
ual clay ‘envelopes’ (beginning around 3700 BC) 
was a convenient way of doing this. Unfortunately, 
to know how many were in the set, or account, one 
would have to break open the clay envelope each 
time and then reseal it—until the idea developed 
(beginning around 3500 BC) of indicating what 
was inside the envelope (e.g. three cones and two 
cylinders) by using other such cones and cylinders 
to make the appropriate number of impressions on 
the outside of the envelope while the clay was still 
soft. A number of such envelopes have been found 
with these external impressions corresponding to 
their contents. 

The next leap soon came when it was realised, 
given the impressions on the outside, that there was 
no need for the objects to be sealed inside the 
envelope—so the envelope could become just a 
slightly curved surface. Finally came the first writ- 
ing when a tool was used to incise the shapes of the 
impressions as ‘signs’ rather than using the objects 
themselves. These signs are found in the early 
Sumerian script, i.e. from about 3100 BC onwards. 
The conceptual leap for mathematics came as it 
was realised that the concept of six could be 
detached from, and then re-applied to, all the 
individual sets containing six objects, whether 
sheep, cattle, grain, tools, etc.; and in writing 
numbers of objects, two kinds of signs were then 
used, impressed ones for the numbers such as ‘six’, 
and incised ones for the objects such as ‘sheep’. 

This outline of S-B’s thesis is already well 
known, through her earlier writings. But it has met 
some severe criticism over the years. In particular 
some archaeologists and Assyriologists have ob- 
jected to the relationships between the shapes of 
the clay objects and the signs found in writing that 
she had posited in her earlier work, and in particu- 
lar have disputed the evidence for linkages between 
the tokens and non-numerical signs. In this book 
she addresses these criticisms and has refined the 
theory of development to meet them. 

After an introductory overview, part one of the 
book reviews the available evidence about the 
nature and distribution of tokens, envelopes and 
impressed/incised tablets. Part two then explores 
the interpretation of the significance of these devel- 
opments in counting technology, in mathematical 
concepts and an communication media for the 
economic and social organisation of the societies in 
which they were used. Herein lies the significance 
of accounting as the precursor of writing. In part 
three, a complete visual classification of the extant 
tokens is presented, and an accompanying Volume 
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II: A Catalogue of Near Eastern Tokens contains 
the full detail about each of the approximately 
seven thousand tokens so far discovered. 

The book is a joy to read. At the beginning of 
every chapter, and usually of sections within chap- 
ters, S-B clearly sets out the main lines of the 
argument that follows; and at the end summarises 
and reviews it. There are also clear introductory. 
and concluding chapters. The writing is full of 
insights into both ancient societies and modern 
parallels. In addition, the foreword by William 
Hallo clearly summarises the main areas of debate 
between S-B and other scholars and indicates ` 
where the future battle-lines are likely -to be drawn. 
The book is rich in pictorial and photographic 
illustrations of the evidence. Somewhat surpris- 
ingly the flyleaf announces that the book ‘will be 
of interest to scholars and general readers inter- 
ested in the origin of civilisation, communication 
and mathematics’ but omits to mention that it will . 
be of most interest to accountants. For, as S-B 
argues, “The most important evidence. uncovered is 
that counting was not, as formerly assumed, sub- 
servient to writing but, on the contrary, writing 
emerged from counting’ (p. 7) and ‘writing 
emerged when abstract counting dissociated the 
concept of numbers from that of the commodity - 
accounted’ (p. 194). Writing, perhaps the most 
powerful invention for the development of human ` 
thought, is just a by-product of accounting. 


University of Wales, 


Richard Macve 
Aberystwyth > 


SSAP19. Accounting for Investment Properties. 
Pauline Weetman and Sidney Gray (eds). Institute 
of Chartered Accountants of Scotland, 1992. 
vi + 163 pp. £10. 


This book is the fifth in the emerging issues 
series from ICAS, addressed to everyone with an 
interest in accounting and financial management 
and written to be understood by readers with such 
an interest. It is generally well written and com- 
prehensive, although its format means some 
repetition. The Accounting Standards Board 
identified eight problems, and asked ICAS to 
review SSAP 19. The problems were: the definition 
of types of property and enterprise in- SSAP 19; 
four valuation issues and valuation costs; the 
liaison between the accounting and surveying. 
professions; the accounting implications of these 
six items; and experience in other countries. ICAS 
set up a Working Party (five out of seven were 
obviously accountants) to supervise. The work 
involved a review of literature and development 
of SSAP 19, discussions with relevant contacts 
about practical problems of accounting for 
investment properties, and then recommendations. 
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Both the reviews and discussions indicated that 

there is little wrong with SSAP 19, as far as it goes, 
and there was considered to be a great deal of 
correspondence between the views of the literature 
and interviewees. This is not surprising since, at an 
early stage in the life of the ASB, the reviewer 
provided it with the results of recent research 
which indicated the areas where a panel of users 
considered there were deficiencies in the infor- 
mation provided in property company accounts 
(Purdy and Barkham, 1993). Also some 7% of the 
interview report contains other research output 
(Barkham and Purdy, 1991). It is hoped that these 
findings heightened the ASB’s interest in this area. 
ICAS’s enquiry was quite clearly more extensive 
than, though based upon, property companies, and 
its results are of interest beyond the ASB. 
- The Working Party found that SSAP 19 
does .not easily fit in with the frameworks being 
developed by the ASB. Perhaps the satisfaction 
with SSAP 19, and the lack of fit, were largely 
responsible for the preface to the recommen- 
dations:;‘the Working Party found it far from easy 
to arrive at any firm conclusions on the balance 
of opinions presented to them’ (p. 106). It has 
dealt:-with the more contentious issues by pre- 
senting a range of opinions without firm con- 
clusions, indicating relative unanimity, as well as 
some firm recommendations. 

Needing to be brief, I have chosen to empha- 
sise some interviewees’ concerns interlaced with 
certain recommendations. The literature review 
demonstrated that SSAP 19 originated from the 
ASC discussions about depreciation. The British 
Property Federation argued that depreciation 
was inappropriate for property companies, and 
its submission formed the basis of SSAP 19. 
The review also dealt with current reporting 
practices of property companies, the conflict 
between SSAP 19 and company law, and valuation 
guidance given to chartered surveyors. 

All interviewees saw a need for SSAP 19 to 
continue, yet the exclusion of owner occupied 
property seemed unrealistic and surrounded by 
potential valuation problems. The Working Party 
recommends that ASB should consider extending 
coverage of SSAP 19 to owner and group occupied 
properties. Because properties move in the ordi- 
nary course of business between notions of invest- 
ment and development properties, comments were 
made about the difficulty of defining the border 
heré. This, together with the differences in valua- 
tion practice and lack of information about devel- 
opments, lead to the recommendation that there is 
a need for a separate standard dealing with devel- 
opment properties. 

SSAP 19 prescribes the basis of valuation as 
open market value, but even where valuers follow 
RICS guidelines, there could be a range of 
valuations. The recommendation is that a revised 
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standard should explain more clearly the valuers’ 
professional guidance, and published accounts 
should contain a note explaining the principles of 
open market value. This would undoubtedly make 
the situation more ‘open’, but this issue of valua- 
tion extends beyond professional guidelines and 
into the personalities and context of those involved 
in the valuation process (Barkham and Purdy, 
1993). It is essentially similar to the issue that two 
or more accountants will come to different con- 
clusions, but then so do doctors, lawyers and in 
fact the whole range of human constructed activi- 
ties (Kelly, 1955). 

Leading prcperty companies have external 
annual valuations, others every three or five years, 
so depreciation is not relevant. The Working Party 
recommends an external valuation every three 
years, where material to the accounts and required 
to establish public confidence, and also a clarifica- 
tion of the conceptual basis of SSAP19. The report 
notes that some companies continuously monitor 
valuations for internal management purposes, and 
so it is difficult to see why the Working Party 
opts for a three year cycle. On the assumption that 
these are the better managed companies, it would 
seem to be more useful and stimulating for the 
poorer managed companies to move towards ` 
annual external valuations (Purdy, 1992). 

As property occupied by group companies and 
third parties could allow companies scope to 
manipulate therr trading results, guidance is rec- 
ommended. The majority of respondents felt that 
gains (losses) cn the disposal of an investment 
property are part of capital, but there was a lack 
of guidance about their calculation, and in particu- 
Jar in relation tc associated undertakings and joint 
ventures. The Working Party recommends guid- 
ance on whether realised profits on sale of invest- 
ments should pass through the profit and loss 
account, and how disposal calculations should be 
approached, especially with associated companies 
and joint ventures. As some concerns were voiced 
about temporary and permanent diminutions in 
property values, it recommends that definitions 
and accounting treatments be established for these, 
and consideration given to auditors’ difficulties 
about the set off between subsidiaries. 

There was some suggestion that investment 
properties are a form of investment which should 
be treated without a distinction between fixed and 
current assets. Attention was focussed upon the 
proposed EC Directive on insurance company 
accounts which will allow revaluation adjustments 
through the profit and loss account, and places 
investments in a category separate from fixed and 
current assets. 

Other recommendations include consideration 
of what constitutes a reasonabie period for realis- 
ation; the opinion formed about rentals and yields; 
the company’s investment policy about the portfo- 
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Ho mix; the average period for holding invest- 
ments; and clarification of the legal position of 
SSAP19 in relation to the requirement of the 
Companies Act 1985 for depreciation of fixed 
assets. 

Finally, it is recommended that before there are 
any changes to SSAP19 these should be carefully 
explained, and there should be full consultation. 
The Working Party has squarely dealt with the 
Issues raised by the ASB, and produced a compre- 
hensive document. Also, it has entered into some 
consultation about SSAP19 and found it satis- 
factory but inconsistent with the ASB’s conceptual 
direction. It would seem to be wise for the ASB 
to consider these implications and make a public 
response to this report before issuing further 
standards relating to property. 
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Accounting Records and the Smaller Company. 
Harold Edey. The Institute of Chartered Accoun- 
tants in England and Wales, 1992, 25pp. 


This booklet outlines the practical implications of 
section 221 of the Companies Act 1985 which 
imposes a duty on companies to keep accounting 
records. As well as setting out general principles, it 
summarises current good practice regarding the 
recording of transactions and balances. It men- 
tions, but perhaps needs to explain more fully, that 
failure to maintain accounting records can incur 
penalties. 

The booklet is primarily intended for companies, 
especially smaller ones, and emphasises that good 
accounting records can aid cash flow projections in 
addition to satisfying legislative requirements. It 
importantly refers to memoranda and minutes as 
well as the usual ledgers. It also provides brief, but 
useful, guidance as to the meaning of statutory 
terms such as ‘reasonable accuracy’ and ‘at any 
time’. The booklet is well structured with full use 
of subheadings. Directors of small companies will 
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find it a succinct guide to the law provided that 
they possess a basic awareness of accounting 
terminology and systems. A checklist might have 
been a useful addition, however, given that the 
booklet makes frequent reference to what should 
be recorded and the frequency and location of 
recording. 

For directors who possess little accounting 
knowledge and are unfamiliar with the various 
accounting records, the booklet may provide in- 
adequate explanation. More examples of best prac- 
tice might have been helpful. Extracts from 
accounting records could have been provided to 
show how to record the major types of transactions 
without undue expansion of the material. This 
would also have allowed the booklet to appeal to 
students who might be interested in gaining some 
insight into small company accounting but who 
lack practical experience. 


University of Aberdeen Catriona Paisey 


Law and Accountancy. Conflict and Co-operation in 
the 1990s. Judith Freeman and Michael Power (eds). 
Paul Chapman Publishing on behalf of the Modern 
Law Review. vii + 192 pp. £29.95. 


Law and accountancy have always been closely 
connected. It could even be argued that there would 
be no need for an accountancy profession if lawyers 
were more numerate. Trainee accountants in the 
UK. are still taught quite a lot of law, although 
rather less than in the past. Lawyers learn some 
accounting. If they learned more they would per- 
haps be better at both competing and collaborating 
with accountants. 

Given this situation, this book, jointly edited and 
introduced by a lawyer (Judith Freeman) and an 
accountant (Michael Power) and previously pub- 
lished as the November 1991 issue of the Modern 
Law Review, is greatly to be welcomed. Its contrib- 
utors include not only accountants (Christopher 
Napier, Christopher Noke, Graeme Macdonald, 
Peter Pope and Anthony Puxty) and lawyers 
(Andrew McGee, Mike Radford, J. F. McEldowney 
and Christopher Whelan) but also sociologists 
(Yves Dezalay and Doreen McBarnet). All write a 
sturdy traditional academic prose, with numerous 
footnotes packed with information and references. 
There is only the odd slip into fashionable incom- 
prehensibility. Is it Yves Dezalay or his translator 
Graham Burchell or both who is responsible for the 
gobbledygook of ‘the processes of the autonomisa- 
tion of the symbolic field’ (p. 37, fn. 53)? 

Not surprisingly, the more general essays are by 
the sociologists. Dezalay’s theme is ‘territorial bat- 
tles and tribal disputes’. He carefully documents the 
behaviour to each other of accountants and lawyers 
in France, the UK and the USA, emphasising 
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that ‘the jurisdiction of a professional group over 
the territory of its activity is no more than the 
product of its history’ (p. 27). It often differs from 
country to country. 

McBarnet and Whelan discuss the problem—in 
both taxation and financial reporting—of what they 
felicitously call ‘creative compliance’, i.e. using the 
law to escape legal control without actually violat- 
ing legal rules. They are therefore as much con- 
cerned with the actions of regulatees as those of 
regulators. How can regulators combat the formal- 
ism of creative compliers? McBarnet & Whelan 
distinguish four anti-formalist strategies: stressing 
the purpose of the law; using broad criteria; avoid- 
ing tight definitions; relying on professional self- 
regulation. All‘of these, as they point out with a 
wealth of interesting detail, can and have been 
attacked. They discern a drift back to formalism. 

McBarnet & Whelan demonstrate the difficulties 
of distinguishing substance from form and point out 
thatm whereas accountants find the substance of a 
transaction by looking at its commercial effect, 
lawyers find it after a consideration of the legal 
rights ‘and obligations of the parties derived from 
an examination of the true agreement between 
them. ‘Economic substance’ may thus differ from 
‘legal substance’. Macdonald in his chapter on 
substance, form and equity in taxation and account- 
- ing also demonstrates how complicated the distinc- 
tion between form and substance is and even 
manages to. quote Aristotle on the subject. 

Napier & Noke and Pope & Puxty analyse in detail 
the highly technical topics of, respectively, share 
premiums and pre-acquisition profits, and new finan- 
cial instruments. Napier & Noke undertake a histori- 
cal survey, making en route the important 
observation that when an accounting matter is 
located ‘within the regulatory domain of law’ ac- 
countants have to accept the role of lawyers as the 
privileged interpreters of that law (p. 52). Pope & 
Puxty are also aware of the importance of historical 
perspective and skilfully intertwine the sometimes 
conflicting insights of accounting, law and econ- 
omics. They conclude that there is no justification 
from economic theory for a sharp distinction be- 
tween equity and debt and that company law and 
accounting practice, in forcing the distinction to be 
made, create incentives for companies to engage in 
financial engineering of complex instruments. They 
support a solution based on an entity rather than a 
proprietary approach (a distinction important in 
many areas of accounting) but note the severe 
constraints imposed by company law. 

McGee provides an analysis of ‘true and fair’ 
from the point of view of a lawyer. Radford and 
McEldowney discuss aspects of the work, respect- 
ively, of the Audit Commission and the National 
Audit Office. 

Both accountants and lawyers will benefit from 
this book. Academics are likely to be the main 
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readers, but it is accessible, unlike much academic 
writing, to practitioners as well. 


University of Exeter R. H. Parker 


Cases in Public Sector A . Brian A. 
Rutherford, Michael Sherer and Robert Wearing. 
Paul Chapman Publishing, 1992. xv +256 pp. 
£12.95. 


The idea of this book is to provide, for courses that 
use one of the standard textbooks on public sector 
accounting easy access to the financial reports and 
management accounting reports of UK organis- 
ations. There are fourteen cases, each of which 
includes a financial statement (financial accounts, 
budget etc.) as well as discussion, questions and 
further reading. There is also a short companion 
to the book, which teachers can buy from the 
publishers, offering further guidance on the cases. 
The following are the bases for the cases: 


Central government 


—Appropriation Account for government depart- 
ment (including notes and audit report) 

—Extracts from the financial statements of a 
statutory fund administered by a government 
department 

—Supply estimates for part of a government 
department 

—Extract from the performance indicators pro- 
duced by a government department in the budget 
documents 


Local Government 


—Extracts from the budget for a local authority 

—Details of a locally-managed school’s budget 
and budgetary control statements 

—Extracts from a financial report of a local 
authority 

—Worked example of the capital accounting 
proposals of CIPFA dating from 1989 


National Health Service 


—Extracts from the statutory accounts and 
financial report and accounts for a district health 
authority 

—Budgetary control report for a district hospital 


Other 


—Extracts from the report and accounts of British 
Rail 

—Extracts from the report and accounts of 
a regional water authority the year before 
privatisation 

—Extracts from the financial accounts of a 
university 

—Extract from the report and accounts of a 
regional transport authority and executive 
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The inclusion of the university is, on the face 
of it, an anomaly because it is not a public sector 
organisation, at least if ownership is the main 
criterion for the definition. The authors do state 
that inclusion is justified by the amount of public 
money that is spent by it but much more could be 
made of this point. Universities are classic 
examples of what one might call the reverse side of 
the Danegeld coin: that once you have taken the 
Danegeld, you never get rid of the Dane. 

Deciding what to leave out of the book must 
have been a difficult decision. If space could be 
found in a future edition perhaps cases covering 
the following could be included: Consolidated 
Fund, Autumn Statement, Executive Agencies 
(one a trading fund and one not), and a grant- 
maintained school, for example. In addition, per- 
haps long-form audit reports on financial 
statements and on economy, efficiency and effec- 
tiveness might be added. 

How the book will be used is not easy to judge. 
There is no doubt that the material is needed 
and therefore that the idea of the book is a good 
one. However, it is competing with teachers who 
distribute examples of reports and accounts, and 
other financial statements, that they have gathered 
themselves. The advantages of the book are that it 
is likely to be much more comprehensive, easier to 
access and has text attached. The disadvantages 
are that there is probably too much material to 
cover in a ten to twelve week course if, as the 
authors suggest, a textbook is also to be used and, 
more importantly, that the cases have to be sup- 
plemented because the context is changing so fast 
these days, Some of the case material has already 
been affected by changes. These might be worth 
listing here except that by the time this review is 
published, given the rate of change, the list will be 
out-of-date! 

At the least, the book should be in accounting 
libraries, with multiple copies where public sector 
accounting courses are taught. 


University of Birmingham Rowan Jones 


Financial Reporting for Segments. John M. 
Boersema and Susan J. Van Weelden. Canadian 
Institute of Chartered Accountants, 1992. 
xiv + 237 pp. Can $39.50. 


This is not for the research purist. Methodological 
difficulties abound in terms of the size of samples 
and their selection. When faced with a question 
which effectively asks whether more or less infor- 
mation would be beneficial, responses are likely to 
be predetermined by the position of the respon- 
dent. Is a financial analyst ever likely to say that 
less disclosure is merited, for example? On the 
other hand, this is a ripping good yarn which does 
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not hold back punches. As early as page 6, for 
example, SSAP25 is recognised as.‘a step back- 
wards’, 

The study was instigated and sponsored by the 
Accounting and Auditing Research Committee of 
the CICA to investigate the purpose of and need 
for reporting disaggregated information by seg- 
ment and to make recommendations. In this last 
respect, the authors have certainly not shied away 
from their responsibility. These include narrower 
definitions of reportable industry and geographic 
segments, deletion of exemption or ‘let oùt 
clauses, the introduction of a 5% materiality rule, 
the extension of disclosure of allocation of corpor- 
ate expenses, interest expenses and income taxes 
to industry segments and depreciation, corporate .- 
expenses and interest expenses to geographic 
segments plus provision for segment balance sheets 
to replace the current identifiable assets require- 
ment. As this partial listing suggests, the whole 
span of issues surrounding segment reporting 1s 
addressed in this comprehensive study, which is 
presented in a well-organised and clearly, written | 
manner. | 

In 1972, Section 1700 on “Financial Reporting 
by Diversified Operations’ was introduced into the 
CICA Handbook. A significant revision occurred 
in 1979 and, with the minor extension to include 
life insurance enterprises in 1988, these require- 
ments remain in force. Additional stimuli to review 
segment reporting result from changes in ‘consoli- 
dation requirements (all subsidiaries must now be 
accounted for) and refinements to Management’s 
Discussion and Analysis requirements. Narrative 
comments and supplementary information ad- 
dressing the revenue, profitability and cash needs 
of significant industry segments are expected under 
the equivalent of the Chairman’s Report. With this 
background, the authors embark on an inductive 
survey of financial analysts’, auditors’ and corpor- 
ate accountants’ views of the state of segmental 
disclosure in Canada. The stated underlying 
premise for segment reporting is that different 
parts of an enterprise are subject to. different risks 
and rewards. By disclosing this information, the 
users’ understanding of the enterprise will be en- 
hanced and for sophisticated users, namely ana- 
lysts, prediction, assessment of risk, comparisons 
with other companies and appraisal of managerial 
performance may be improved. 

The study interleaves the views of iidel 
analysts (33 participants, of whom 6 worked for 
institutional investors and 27 for broking firms), 
auditors (19 representing five of the international 
firms) and senior accountants (26 representing a 
cross section of large Canadian enterprises) with 
the major issues. First and foremost amongst these 
is the segment identification problem. Not surpris- 
ingly, the analysts regard this as most important 
and 20% of them believe companies abuse their 


532 


discretion by identifying very broad industry seg- 
ments. Almost half the auditors surveyed agreed 
that too few industry segments (on average 2 in 
Canada) are recognised. Using the analysts’ com- 
ments, the researchers compiled a list of companies 
disclosing two segments, which eventually num- 
bered 30; of these, 26 participated in telephone 
interviews which followed a standard protocol and 
lasted 15 minutes. The most frequent defence of 
current disclosure practice related to competitive 
disadvantage and activities in the same industries. 
The Thomson Corporation (total sales $5.1 billion) 
therefore recognises three industry segments, 
one of which is travel and contains an airline, a 
tour operator and a chain of retail travel agents. 
. Will each activity display similar risk/reward, 
profiles? | 

The majority of corporate accountants sup- 
ported the notion of identifying industry segments 
on the basis of risk/reward, and 21% indicated that 
they: wolild change their current presentation. This 


leads the researchers to recommend the introduc- 


tion .of ‘business segments which may be a line of 
business, ‘major product category or market which 
has a risk/reward profile distinct from those of 
other activities. The deletion of the automatic 
exemption from segment reporting currently given 
to dominant industry enterprises is also argued and 
extended to vertically integrated companies, but 
only where reasonable market prices for intermedi- 
ate products exist. This last recommendation can 
be questioned given the difficulties that fiscal 
agencies have encountered in discovering compar- 
able uncontrolled prices. Further recommen- 
dations to adopt a materiality criterion of 5% of 
total revenues, assets or profits and to provide at 
least revenue data for activities recognised in the 
Management’s Discussion and Analysis section of 
the annual report appear consistent with promot- 
ing the spirit of the original disclosure requirement. 
Harmonisation with the pronouncements of other 
national and transnational bodies, like the OECD, 
seems sensible. 

The debate then concentrates on geographic 
segment identification, using the empirical evi- 
dence first to discover the problems and then to 
make recommendations (Chapter 5). These include 
a country emphasis when identifying geographic 
segments, a materiality criterion of 5%, a plea that 
any residual ‘other’ geographic segment is not 
permitted to exceed 25% of corporate sales or 
assets and to provide revenue disaggregated by 
destination as well as production location. 

The remaining chapters focus on the scope of the 
disclosure requirements (Chapter 6) and reject 
SSAP 25’s size threshold and, instead, extend 
disclosure to private companies which make public 
filings of accounts. Chapter 7 deals with the actual 
content of the segment report and recommends 
that depreciation, interest expense, and income 
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taxes be disclosed for geographic and industry 
segments. Additionally, companies are encouraged 
to provide segment balance sheets indicating fixed 
and current assets and liabilities and goodwill. 
Capital expenditure by geographic segment is a 
further recommendation. Chapter 8 provides en- 
couragement to use the matrix presentation and to 
disclose segmental information in interim reports. 
It may be argued that, if only 25% of these 
recommendations were to be accepted, the differ- 
ence from the current UK requirements would be 
significant. Many of the recommendations, how- 
ever, in respect to the identification of segments 
may be seen as attempts to tighten existing 
regulations to ensure that companies comply with 
the spirit of the existing requirements. Others 
which relate to the content of segment reports are 
substantive. 

Overall, this is a comprehensive treatment of the 
issues and one which deserves consideration when 
evaluating not only UK companies reaction to 
SSAP 25 but also in terms of harmonising inter- 
national disclosure requirements. It is by no means 
a theoretical approach and the scope of the empir- 
ical evidence may be questioned. However, as a 
thought provoking set of recommendations, the 
study can be recommended for researchers inter- 
ested in segment reporting and accounting regu- 
lation. It will be an education to see how the CICA 
reacts to it. 


University of Glasgow Clive R Emmanuel 


The FASB Conceptual Framework Project 
1973-1985: An Analysis. Pelham Gore. Manchester 
University Press, 1992. xi+ 189 pp. £40. 


This stimulating, comprehensive and informa- 
tive book, based on the author’s PhD thesis at the 
University of Lancaster, is essential reading for 
those wishing to obtain a scholarly, balanced cri- 
tique of the FASB’s Conceptual Framework pro- 
ject. A well-constructed conceptual framework for 
accounting is of vital importance in guiding stan- 
dard-setting, resolving conflicts between standards, 
and helping to solve emerging problems. Hence, 
this book is particularly valuable for its analysis of 
the path-breaking US efforts. The author’s clear, 
readable writing style is a refreshing contrast to the 
ponderous language found in many other com- 
mentaries on the conceptual framework. The book 
would be very suitable for advanced courses in 
accounting theory or regulation. 

The author has relied heavily on secondary 
sources in compiling his manuscript, but has sup- 
plemented these with a series of interviews in the 
USA with various key players in the conceptual 
framework project. The interviews provide import- 
ant evidence for the author’s argument at several 
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points. Like many other historians, his mode of 
writing history is to interpret his material subjec- 
tively, without being guided rigidly by any assumed 
model of historical writing. 

There are five chapters plus a lengthy summary 
and conclusion (equivalent to a sixth chapter), 
three appendices containing technical material and 
a useful bibliography. Each chapter has at least 
one section summarising preceding material—a 
helpful aid for the reader. Chapter 1 describes the 
crisis of confidence that gripped the US accounting 
profession in the years immediately preceding the 
launch of the conceptual framework. The crisis was 
fuelled by factors such as tension between interest 
groups, uncertainty as to the nature of standards, 
flexibility in accepted accounting methods, frauds 
and failure by auditors to detect them, and was 
precipitated by a scathing critique of the Account- 
ing Principles Board (APB) by the American Ac- 
counting Association and Touche Ross & Co.’s 
threat to bypass APB Opinions and to deal directly 
with the SEC. The Wheat and Trueblood study 
groups, which laid the ground for the conceptual 
framework, were the US profession’s response in 
order to gain a breathing space. Other responses 
that could have been made are considered and 
deftly shown to be inappropriate for the FASB. 

Chapter 2 outlines different ways in which a 
conceptual framework might be constructed, and 
then focusses on the FASB’s well-known ap- 
proach. The advantages and disadvantages of this 
approach are presented in about eight pages which 
succinctly capture much of the criticism made 
against conceptual frameworks. Some attempt is 
made to counter the more extreme criticisms but 
the author’s main objective is to lay the foundation 
for his argument that the US conceptual frame- 
work was a failure. 

Chapter 3 describes how the US conceptual 
framework actually developed, the original aims of 
the Board, the output, and the compromises made 
in the final documents, for example in SFAC 5. 
The overall theme is one of initial promise for the 
project giving way to disappointment in the 
finished product. Assessment of the conceptual 
framework is made in three steps. Firstly, the 
author evaluates the conceptual framework against 
four criteria which the Board itself originally pro- 
posed: (a) whether the conceptual framework is a 
constitution; (b) the coherence of its objectives and 
fundamentals; (c) whether it ts prescriptive; and (d) 
whether it provides objectives, recognition criteria, 
a measurement system and display guidelines. He 
concludes that criterion (a) was unrealistic and 
unattainable, criterion (b) was not attained, cri- 
terion (c) was lost sight of, and criterion (d) was 
only partly successful. Secondly, the author ident- 
ifies several major themes in the conceptual frame- 
work and considers whether they are a positive 
contribution. The themes are: the importance of 
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cash flows; the likelihood of current value account- 
ing; income smoothing and the „bottom line; the 
broadening of the FASB’s role; the time taken to 
complete the project; and innovative aspects, es- 
pecially the focus on decision, usefulness, predic- 
tion based on accounting numbers, the concept of. 
comprehensive income, and the use of: diagrams in 
exposition. Of these themes, the author argues that 
only the last (innovation) was a positive contri- 
bution. Thirdly, the author considers three specific 
aspects of the conceptual framework—its confused 
exposition, dropped topics and unfulfilled prom- 
ises, and unresolved problems—as further evidence 
of its weakness. He concludes, that although the 
conceptual framework was a failure judged against 
these three tests, it would be wrong to consider it - 
a total failure as much useful work was done, 
fundamental accounting issues considered more 
fully than hitherto, and innovative changes made. ` 

Chapter 4, the most interesting ‘in the book, 
considers whether economic and political interest 
group (capture) theories of regulation can explain 
some of the anomalies in the US conceptual: frame- 
work identifed in Chapter 3. The economic. the- 
ories in essence predict that financial: statement 
preparers, especially larger preparers, and includ- 
ing auditors, are likely to seek control of the 
regulatory process. The political theories empha- 
sise the capture and exercise of power and focus 
attention on parts of the regulatory process where 
that is most likely, especially in formal decisions 
taken, agenda setting, and the structure and en- 
vironment of discussion and decision-making. 
Each of these theories is only a partial explanation 
but could still yield useful insights. The author is, 
at his best when, in a skilful and subtle analysis, he 
tests these capture theories by application of a 
trichotomous approach, derived from Lukes 
(1974), in which he examines (a) decisions made by 
the FASB, i.e. the actual content of the conceptual 
framework; (b) non-decisions, especially the possi- 
bility of agenda manipulation, and (c) latent confi- 
ict, including the appointment and composition of 
the Board and attempts to limit its action. The 
structure of the FASB, the process involved in 
producing the conceptual framework, ;and the 
anomalies in the conceptual framework are exam- 
ined using the trichotomy. While the. development ` 
of and anomalies in the US conceptual framework 
seem to be broadly consistent with the capture 
theories, closer inspection of underlying docu- 
ments and, importantly, the author’s interviews 
with key players, reveal a much more complex 
process not covered by any of the theories. ‘Quite 
simply, the theories are inadequate to explain what 
is going on. 

Chapters 5 examines the influence of the FASB’s 
conceptual framework in the USA and in other 
countries. The author contends that the conceptual 
framework’s influence in the USA has been slight 
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in its effect on communication between the 
FASB and its.,constituents, in its effects on ac- 
counting education, and in its effects on US ac- 
counting standards. Elsewhere, the US conceptual 
framework has played an obvious role as a guide 
for the development of conceptual frameworks 
especially in Australia, Britain, Canada, and the 
IASC. Some of these other conceptual frame- 
works, particularly the Australian and British 
(Solomons Report), have so far avoided some of 
the US conceptual framework’s shortcomings. 
(The book was completed before publication in 
Britain during the second half of 1992 of the 
ASB’s draft Statement of Principles, chapters 3 
and 4.) 

The Summary and Conclusions provide a 
thoughtful, though, in tone, pessimistic synthesis 
of the previous chapters. Several lessons for 
- conceptual framework developers are enumerated: 
the conceptual framework’s true purpose and po- 
tential must be explained; the conceptual frame- 
work is not a panacea; it will probably not be a 
coherent document; it need not be followed; its 
i methodological’ basis must be carefully developed; 
the scope of the project must be defined; and the 
role of interest groups must be explicitly con- 
sidered. The ‘author’ s prognosis for conceptual 
frimework projects in other countries is not 
optimistic, even though some attempts have been 
made to avoid the flaws of the US conceptual 
framework... 

A few criticisms can be made. In chapter 2, 
the summary of disadvantages of the FASB’s 
approach to the conceptual framework is, at 
times, too abbreviated. For example, the summary 
of the debate about the impossibility of norma- 
tive accounting standards would be very difficult 
to follow for someone unfamiliar with the is- 
sues. More comprehensive footnotes would 
have helped here, and elsewhere. In chapter 4, it 
is a pity that the public interest theories of regu- 
lation were not covered, although that would 
have lengthened an already long chapter. In chap- 
ter 5, the author is too pessimistic in his assessment 
of the conceptual framework’s impact, especially 
in accounting education. US intermediate account- 
ing textbooks often weave the conceptual frame- 
work definitions of accounting terms into their 
chapters, and comprehensive income is invariably 
discussed, Finally, the possibility that a conceptual 
framework could be modified as experience 
showed its weaknesses, a factor which may be 
very important for the acceptance of the Aus- 
tralian and British conceptual frameworks, is not 
discussed. 

These criticisms aside, the book is very well 
written and cogently argued. One hopes that the 
efforts presently being made in Australia and 
Britain to construct conceptual frameworks will 
continue to avoid the problems that beset the US 
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conceptual framework. This book should help in 
that effort. 


University of 


New South Wales Richard D. Morris 


European Financial Reporting—lIreland. Niamh 
Brennan, Francis J. O’Brien and Aileen Pierce. 
Routledge/ICAEW, 1992. xvii + 235 pp. £45. 


This is one of the first titles in the new Routledge/ 
ICAEW series on European Financial Reporting. 
Each volume presents a guide to current account- 
ing and financial reporting practices in one of the 
twelve European Community countries. 

The economy and business environment of 
Ireland has been significantly influenced by the 
advent of European harmonisation and the prep- 
arations for a single market. Part I comprises four 
chapters on Ireland’s business environment. Part II 
is concerned with accounting, auditing and finan- 
cial reporting and is divided into seven chapters. 
Part III is devoted to four appendices which deal 
with an illustrative set of financial statements, the 
main differences in financial reporting between 
Ireland, the UK and the US, EC directives and 
Irish legislation and a directory of sources of useful 
information. 

Irish accountancy bodies have had, because of 
historically close socio-economic and political 
links, a close working relationship with their UK 
counterparts. Until 1990 accounting standards 
were developed for both Ireland and the UK by 
the Accounting Standards Committee (ASC), on 
which the Irish profession was represented. Thus, 
with some very minor exceptions, Irish and UK 
standards are the same. In 1990 the Accounting 
Standards Board (ASB) was formed in the UK. 
For financial and political reasons Ireland did not 
remain part of this standard setting process. The 
Institute of Chartered’ Accountants in Ireland has 
been given powers by the Minister for Industry and 
Commerce to issue standards in the Irish Republic. 
The Institute will adopt UK Financial Reporting 
Standards (FRSs) as its own. Under these new 
arrangements there is an important distinction to 
note. Whereas the UK standard setting process is 
now independent of the accounting profession and 
has some legal backup, the position in Ireland is 
that these standards have no statutory authority. 
Instead, it is an ethical requirement of members of 
the various Irish accounting bodies to require that 
they be observed if financial statements are to give 
a true and fair view. 

Ireland’s legal system has evolved from the UK 
and is a common law system with a large body of 
case law supplementing the legislation. European 
Community law is enacted through statute. By the 
beginning of 1992, the first, second, third, fourth, 
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sixth and eighth directives had been implemented. 
The authors report that the seventh directive on 
group accounts was due to be adopted in 1992. 
Since this text was accepted for publication this 
reviewer can report that the seventh directive was 
indeed adopted by Ministerial directive and that it 
is to apply to companies with financial year ends 
on or after 1 September 1992. 

Company legislation is well summarised to- 
gether with a comprehensive review of its impact 
on business organisations, published accounts and 
company audits. Altogether this is a well re- 
searched book that provides a very useful overview 
of the forms of business organisations, the financial 
system and the tax system in Ireland. 


Canterbury Business School 
University of Kent at Canterbury 


John J. Glynn 


Australian Company Financial Reporting: 1990. 
J. B. Ryan, B. H. Andrew, M. J. Graffikin and T. 
Heazlewood. Australian Accounting Research 
Foundation, Accounting Research Study No. 11, 
1991. xx + 310 pp. 


Student Financial Reporting 1991-92: A Guide to 
UK Reporting Practice for Accountancy Students. 
L. C. L. Skerratt and D. J. Tonkin (eds). The 
Institute of Chartered Accountants in England and 
Wales, 1992. xi + 203 pp. £12.95. 


Writing a textbook chapter a few years ago the 
present reviewer complained that ‘a discussion 
of Australian corporate financial reporting is 
hampered by the lack of publication of... . surveys 
on a regular basis and at reasonable intervals’ 
(Nobes and Parker, Comparative International Ac- 
counting, 3rd ed., 1991, p. 143). The Australian 
Accounting Research Foundation has only pub- 
lished three such surveys. The first reported the 
results of a survey of the 1975 financial statements 
of 250 companies; the second, published in 
1980, covered the three years to 30 June 1979. The 
survey reviewed here covers the financial state- 
ments of the top 150 listed holding companies (by 
market capitalisation) and covers the four years to 
30 June 1990. The study (which involved no fewer 
than 27 contributors, all from universities) is or- 
ganised mainly around the approved accounting 
standards issued by the Australian Standards Re- 
view Board. British accountants may be most 
interested in the chapter on goodwill which has 
been a controversial issue in Australia just as it has 
in Britain. The profession’s standard (AAS 18) 
requiring amortisation over estimated life or 20 
years whichever is the shorter was not complied 
with by some companies. The approved accounting 
standard (ASRB 1013) has also been unpopular 
but has in general been followed, albeit with 
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criticisms included in annual reports There is also 
a chapter on the audit report which includes copies 
of the 1988 audit report of ‘Ariadne Australia (a 
comprehensive ‘subject to’ qualification) and the 
1989 audit report of Bond Corporation Holdings 
Ltd (a ‘going concern’ qualification because of 
material uncertainties). Both make fascinating 
reading. 

By contrast with Australia, the Institute of Char- 
tered Accountants in England ara ‘Wales not only 
produces annual surveys but has also produced a 
shortened survey aimed at the student market. The 
contributors include both academics and prac- 
titioners. The book is in two parts: selected issues 
in UK financial reporting practice; and survey 
tables and examples. The survey is not limited to 
the UK but contains a a on European 
financial reporting. 


The editors of and contributors to both these.. 


surveys deserve our thanks for their hard work. It: 
is to be hoped that the Australian survey will 
appear more regularly in future and that those 
countries not yet publishing national surveys at all 

will start to do so. | 


University of Exeter 'R.. H. Parker. 


( 


Y: 
Software Industry Accounting. Joséph M. Morris 
(ed). John Wiley & Sons, 1991.>xviii + 299 pp. 
US$67. . 


On the face of it, it appears unlikely that this book 
would interest any but a highly specialised audi- 
ence. However, closer reading reveals Software 
Industry Accounting to be a fascinating study of the 
accounting standard-setting process in the United 
States, even though its authors seem unaware of its 
potential appeal to students of’ ‘accounting regu- 
lation. Accounting for computer software became 
a problem because of the very strong dine taken by 
the Financial Accounting Standards Board over 
the treatment of research and development expen- 
diture. Prohibiting the capitalisation: of such ex- 
penditure led many US companies to argue that a 
large part of the expenditures previously labelled as 
development were actually indirect~costs of pro- 
duction, and could be carried forward to bein- 
cluded in cost of sales as that production was sold. 
At the forefront of this debate was the computer 
software industry. The book discusses how’ the 
industry persuaded the FASB to issue Statement of 
Financial Accounting Standards No. 86, Account- 
ing for the Costs of Computer Software to bë Sold, 
Leased or Otherwise Marketed, and the American 
Institute of Certified Public Accountants ! to issue 
Statement of Position 91-1, Software Revenue i Rec- 
ognition (the texts of these pronouncements ‘are 
reproduced in the book). Z 
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Although the ma do not, Gis the 
point, the process of ‘obtaining thése statements 
was highly political; with not only significant in- 
_ dustry lobbying but also a proactive role played by 
‘the Securities and “Exchange Commission SEC. 
. The book reveals just how involved the SEC can 
become in the US standard-setting process, and 
also its very detailed approach to reviewing the 
. accounts of registered companies. It is instructive 
to contrast the ë extent and depth of state regulation 
of corporate accounts in the USA as revealed in 
Software Industry Accounting with the textbook 
. picture of a US system not all that different from 
. the system in Britain. ? 

As well as the rich portrayal of the institutional 
‘details of the < 
` book provides a careful discussion of the account- 
Ing issues, involved in capitalisation of costs and 
` recognition .of revenues. Both of these would fur- 
nish useful material for case studies.on how prac- 
tical: accountants | reason their way through 


accounting problems. Throughout the book, there 
isà ‘dog that did not bark’: the Conceptual Frame- ` 


“work. I found ‘not a single reference to the FASB’s 
Statements ` of” Financial Accounting Concepts, 


- although there ‘are many appeals to such tra- 


-ditional accounting notions as matching and pru- 
_ dence. In theiarea of accounting for computer 
software at least, the rhetoric of “user needs’ is 
simply igno and accounting is still producer- 
‘driven. Software Industry Accounting shows how 


the Careful analysis of apparently arcane account- ’ 


-ing issues. can still inform us.of how financial 
reporting works i n 1 the real world rather thanin our 
, theories. — 3 

London School of TE É Napier 
Economics Š | 


“Information and Knowledge-Based Systems. R. G. 


` Anderson. Prentice Hall: International, 1992. 
xii + 190 pb. 15.95. 
Despite its. k: pearance, this book js in effect an 


edited voluttie since the attributed author prede- 
ceased its. ‘completion and publication. The two 
editors are Scott Raeburn and Lesley Beddie. 
Information and Knowledge-Based Systems is a 
daunting title which traditionally begs the question 
ofthe nature-of data; information and knowledge. 
The.title i is admittedly modified by the sub-title ‘an 
introduction’ which lessens the expectation of a 
book which might be concerned with an advanced 
_ and complex subject area. 

Despite this, the back cover notes claim that the 
book distinguishes between data, information and 


know! ledge, and defines the difference between. 
traditional information systems and modern’ 


` knowledge based systems. These are extravagant 
' 1 


` 
A 


S standard-setting process, the- 
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claims for answers to questions that currently 
occupy the minds of many information systems 
academics at the highest level where information 
systems interface with philosophy. The net effect 
for an introductory text is an unavoidable (birt 1 
debatable) descent to a taxonometric structure”. 


which tends not to reflect the reality of information: ` 


systems. It does however avoid the complexity of: 
reconciling social phenomena with a box of, 
switches (a computer). 


The taxonometric (and Cartesian) quality of the i 


book strikes the reader like a lead balloon on page 


one, where organisations are analysed in atypical ` 


hierarchical fashion. Has the author, for example, 
one wonders, been unaware of the move towards 
flatter management structures and the elimination 
of tiers of bureaucracy in-modern successful organ- 
isations? 


From chapter two onwards, the book i iinproves | 


by leaps and bounds. It settles into a comfortable 
and informative stride documenting, at a useful 
introductory level, components .of modern infor- 
mation systems. Unlike many of-its rivals, it deals 
with up to date technology such as hand held 


computers, EFTPOS and so on, although tt does ` 


fail to mention electronic data interchange and to ` 
reflect adequately on the significance of network 
technology for organisations. 

Systems development and modelling is covers: 
very comprehensively in the space available, but 
its scope is. confined to traditional and cy- 
bernetic approaches, completely ignoring more 
modern methodologies which take account of 
organisational context (i.e. political, social and 
economic factors). Nevertheless, it includes: a 
welcome section on CASE tools (the application 
of CAD/CAM methods to system design) which 
are becoming increasingly common. The omission 


of a section dealing with the problems of problem ... . 
definition is a weakness here since it tends. 


to portray systems design .as a purely technical 


issue, thereby reinforcing the underlying philos- - 


ophy of.the book mentioned above. Arguably 
such an approach may be acceptable for an intro- 


ductory text. But it does mean. that in sub- 
sequent studies, some learning may need to be, 


undone. 


On balance this is a useful (and reasonably _ 


priced) introductory text for information oriented 
courses in business studies, accounting and com- 
puting. The only caveat is the unquestioned under- 
lying assumption of logic in organisations. Whilst 
individual lecturers should decide whether they 
consider this important at the introductory level, 
they will welcome the useful revision notes and self 
test questions which reinforce the text and provide 
a basis for seminar discussion in either case. 


University of East Anglia 
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Predictive Performance Evaluation 
Measures: Field Study of a 


Multi-Outlet Business 


Steven J. Adams, Howard Toole and Paul Krause* 


` Absiract—It is frequently suggested that accountants need to develop more com 


predictive measures of 


prehensive 
performance. In response, several predictive deterministic models have been proposed in the literature. This paper 
explores the feasibility of developing predictive statistical models of performance for revenue and profit centres. A 
large national retail organisation was selected to field test the applicability of such a model. The results indicate that 
a statistical model can detect significant differences in outlet performance in a multi-outlet firm, providing 
performance information useful for managerial evaluation. The methodology developed can be applied to 


performance evaluations in many retail firms. 


Introduction 


Management control reporting systems in practice 
are frequently based on financial measures. The 
limitations of financial measures for control pur- 
poses and the dysfunctional consequences induced 
by overreliance on such measures are widely re- 
ported (Johnson and Kaplan, 1987; Anthony et al., 
1992). As a consequence, accountants are often 
advised to incorporate non-financial information 
into management control information systems 
(Gordon and Miller, 1976; Govindarajan, 1984; 
Kaplan, 1988). Otley and Berry (1980, p. 242) 
State: 


It would appear to be a logical and positive 
extension to the role of the academic accoun- 
tant for him to be concerned with the predic- 
tive models incorporating a wider range of 
variables than has traditionally been the case. 
In such a role he would concern himself with 
the definition and measurement of those vari- 
ables which are of significance in influencing 
the successful operation of an organisation, 
and with the design of procedures to report 
this information to those who can take action 
upon it. 


Recognising the control shortcomings of static 
budgets, accountants often incorporate one ex post 
variable, volume, into performance reports. Thus, 
flexible budgets based on actual volume are devel- 
oped to control for the budgetary impact of unan- 
ticipated changes in volume that often occur 
during an accounting period. From a control per- 


*The authors are professors of accounting at San Diego State 
University (Toole) and California State University, Chico 
(Adams and Krause). The helpful comments of Richard Lea are 
gratefully acknowledged. 


spective, a flexible budget may be viewed as a 
simple, deterministic performance evaluation 
model with one exogenous variable, volume. A 
logical extension of the flexible budget concept is 
the development of an ex post performance model 
that includes significant uncontrollable variables 
other than volume. 

Demski (1967) presents a linear programming 
evaluation model for a refinery operation. Before 
the period a linear program is developed and 
solved based on budgeted or predicted measures. 
After the period actual parameter measures are 
substituted for the budgeted measures and the 
same linear program model is run again. Output 
from this ex post model is then compared with the 
actual results to calculate planning and perform- 
ance variances. Charnes and Cooper (1967), [jiri, 
Levy and Lyon (1963) and Adams (1981) also 
develop deterministic ex post performance models. 

Itami (1977, p. 24) argues: 


Certainly, to judge whether [the manager] 
has exhibited appropriate adaptive behavior 
by means of a variance analysis, we need an 
ex post standard; that is a level of performance 
which should have been attained under a 
given circumstance (of environmental vari- 
ables) if there had been appropriate adaptive 
behavior. 


Itami presents a rigorous and comprehensive argu- 
ment for development of ex post performance 
models that include non-financial measures. He 
then develops an ex post linear programming 
model that includes an explicit measure of adaptive 
behaviour. 

Although deterministic models are appropriate 
for many manufacturing cost control environ- 
ments, statistical models are often more useful in 
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modelling less structured revenue or profit centre 
performance. The marketing literature for sales 
models (La Forge and Cravens, 1985) and geo- 
graphic site location models (Batty, 1976; Davies 
and Rogers, 1984) provides many examples of 
statistical model utilisation. To date, however, 
descriptions of statistical models for revenue or 
profit centre performance have not appeared in the 
accounting literature. 

Bruns and Kaplan (1987) recommend that field 
studies be employed to develop inductively a body 
of relevant cost and performance measures. This 
paper explores the development of predictive, ex 
post models used for the evaluation of performance 
and it reports the results of a field study that 
utilised a predictive statistical model to provide 
evaluative information regarding manager per- 
formance. Although the predictive model devel- 
oped here may be directly applicable to other 
multi-outlet firms, the field study was conducted to 
explore the general feasibility of statistical per- 
formance modelling. 


Problem definition 

Planning, evaluating and controlling revenue 
and profit centre performance are critical 
management functions in decentralised retail or- 
ganisations. Multi-outlet businesses (MOBs), or- 
ganisations composed of a large number of similar 
outlets, provide the setting for an empirically based 
management performance evaluation measure. Be- 
cause of the relative homogeneity of firm-wide 
factors usually determined by corporate headquar- 
ters, differences in outlet performances can nor- 
mally be associated with unique factors at the 
outlet level. Thus, outlets within an MOB may 
differ because of environmental factors, such as site 
location, neighbourhood characteristics and 
nearby retail establishments. In addition, outlets 
may vary due to characteristics attributable to the 
individual outlet, including store appearance, store 
size and differences among individual store man- 
agers. 

Models for the assessment of environmental and 
outlet differences are well documented. A macro- 
scale approach is developed in the geographic 
literature, utilising the terms ‘situational’ for ‘en- 
vironmental’ and ‘site’ in place of ‘outlet’. Re- 
search by Berry (1963, 1970) defines situational 
differences between and within urban areas with 
regard to sales activity, both by type and amount 
of services offered. Berry’s early models are pri- 
marily descriptive; however, they delineate the 
principal variables considered in this study. 

Recent site and situational location models use 
sales as the dependent variable within a statistical 
modelling framework. Jones and Mock (1984) 
focus on site location of retail stores, while Batty 
(1976) looks at the more general situational 
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characteristics. In studying individuals’ sales per- 
formance, La Forge and Cravens (1985) categorise 
sales force decision models on the basis of employ- 
ing either an empirical or judgment-based method- 
ology. l 

Empirical models identify appropriate indepen- 
dent and response variables, using measures of 
these variables in a multiple regression format to 
estimate sales response functions. Judgment-based 
models usually have management or other individ- 
uals estimate future sales responses for each decen- 
tralised unit on the basis of differential inputs. The 
estimated sales response functions are based on the 
estimators’ judgments, yielding a separate sales 
response function for each outlet. 

For example, La Forge and Cravens (1985) 
develop an empirical model to estimate sales by 
salesperson for retail outlets. They posit a multi- 
plicative relationship among individual and outlet 
characteristic variables with the mdependent vari- 
ables portrayed in exponential form. A logarithmic 
transformation results in an additive regression 
equation. Data are stratified for 34 sales territories, 
and 33 binary variables are introduced to control 
for spatial differentiation across territories. The 
same use of binary variables is applied to temporal 
and managerial differences for the model proposed 
in this paper. 

In developing their judgment-based model, La 
Forge and Cravens suggest that sales level is a 
function of the number of sales calls. Salespersons 
were asked to estimate sales for the next year on 
the basis of the same number of calls, a 50% 
increase in calls and a 50% decrease in calls. As 
discussed later, the MOB in this study used a 
simple judgment-based model to predict outlet 
sales for planning and control purposes. 

La Forge and Cravens present a comparative 
analysis of results obtained using both the empiri- 
cal and judgment-based models described above. 
Their results indicate that the accuracy of the sales 
response functions developed using the two models 
is consistent, demonstrating the potential of empir- 
ical models. This paper extends the work of La 
Forge and Cravens by includinz environmental 
characteristics in an empirical model. 

Large retailers typically employ a management 
control system that generates store manager per- 
formance evaluation information through the use 
of supervisor reviews. Normally, cata collected are 
limited to current and past measures of perform- 
ance (sales or profits) for each store. In the final 
analysis, manager performance evaluation includes 
a significant subjective component. However, 
many retail organisations, including the firm in this 
study, find it difficult to isolate subjectively the 
impact of the management factor from environ- 
mental and outlet factors. The problem of estab- 
lishing a reasonably consistent performance 
evaluation is heightened when a fi-m opens a large 
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number of outlets and faces turnover at the super- 
visory level. 

Inconsistent performance evaluation is the cause 
of considerable retail store manager frustration. 
For example, assume a new manager replaces an 
effective manager at a poor location. The new 
manager, no matter how competent, may find it 
difficult to exceed the previous manager’s sales (or 
profit) levels. Thus, the performance evaluation for 
the new manager may be unduly influenced by 
poor period-to-period sales (or profit) increases 
and the low relative level of store performance, 
both variables largely beyond the control of the 
new manager. 


The Multi-Outlet Business 

The MOB studied is a large national firm oper- 
ating in the retail home improvement market. Six 
retail stores were included in this study on the basis 
of proximity to one another and homogeneity 
within a macro-environmental setting. All six 
stores are located in suburban San Diego County, 
California, each with exposure on a high traffic 
arterial thoroughfare. Five of the stores are similar 
in age, but vary in appearance and in the character 
of the surrounding communities. The sixth, in 
Oceanside, is a newer outlet. 

Store managers’ major responsibilities centre on 
human resource management. Managers do not 
have responsibility for profit, merchandise selec- 
tion or major expenditures such as advertising. 
Primary duties include stock ordering, store ap- 
pearance, customer service, and development and 
maintenance of desirable store employee at- 
tributes. These primary duties are implemented by 
assistant managers. MOB management believes 
that manager effectiveness in performing these 
duties will be reflected by the level of outlet sales. 
Consequently, the principal performance measure 
for a store manager is the change in period-to- 
period sales volume. 


Model development 


The purpose of the field study is to demonstrate 
the feasibility of developing a statistical perform- 
ance model that supports the evaluation of store 
managers. The general approach developed here is 
analogous to the calculation of standard cost 
variances wherein the difference between the bud- 
geted and actual volume of production activity is 
controlled for before the variances are calculated. 
Specifically, sales response determinants, including 
demographic, other retail outlet, store character- 
istic and seasonality variables are identified and 
measured. The resulting data are used to develop 
a predictive model for the performance of each 
store. The predicted level of store performance 
then serves as a standard against which actual store 
performance is measured. The resulting difference 


5 


provides a measure of managerial performance. 
The model can be viewed as an extension of the La 
Forge and Cravens multiple predictor empirical 
model. 

Theil (1971) describes a two-step econometric 
analysis strategy where the first step is to identify 
potentially significant independent variables and 
the second step is to reduce the number of indepen- 
dent variables to a significant subset. This paper 
employs a modification of Theil’s strategy, 
whereby one group of potential determinants, the 
manager identity variables, is exempted from the 
variable reduction process due to multicollinearity 
considerations. 


Identification of Potential Sales Determinants 

Potential sales response determinants were 
identified from the literature on environmental 
locational variables, from interviews with top man- 
agement of the firm and from a previous market 
research study (MIS, 1978). Management invested 
considerable time in identifying variables, which, 
based on their experience, were thought to be 
important determinants. A list of potential deter- 
minants is presented as Table 1. - 

Management, drawing on experience and mar- 
ket research studies, believes that the ideal store 
site is one in close proximity to a large number of 
older structures, owned and occupied by younger, 
middle to low-income individuals. Based on this 
knowledge, six potential demographic factors are 
identified. All demographic factors are measured 
for 0-1, 0-3, and 0-5 mile distances from each 
store. Thus, 18 potential demographic variables are 
created, identified as variables 1-18 in Table 1. 

Proximity to complementary retail outlets is 
often important in retail sales, because many shop- 
ping trips are multi-purpose. Also, proximity to 
competitive retail outlets is important for some 
types of shopping activities, because individuals 
engage in price-comparison shopping (Applebaum, 
1968). A total of nine categories of complementary 
and competitive retail stores is identified. The 
number of stores in each category within both a 
0—1 and 1-3 mile distance from each MOB outlet 
is determined. Thus, 18 other outlet variables are 
created, identified as variables 19-36 in Table 1. 

MOB outlet characteristics that are potential 
determinants of store sales include age of the 
facility, square footage and ‘store potential’. Man- 
agement requested that a ‘store potential’ variable 
be included and provided a subjective rating using 
a five-point scale. The three MOB outlet character- 
istics are identified by variables 37-39 in Table 1. 

Manager characteristics include the identity of 
the manager at a given point in time and the 
managers tenure at a given store. Twelve man- 
agers were assigned to the six stores over the 
41-month period of the study. This results in 11 
binary variables, which are identified by variables 
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40-50 in Table 1 (one ‘average’ manager, Manager 
8, was used as a control).! The direct measurement 
of manager performance is the unique contribution 
of this study. The inclusion of an independent 
management performance variable in the re- 
gression equation allows the total variance in sales 
explained by the actions of each manager to be 
quantitatively estimated. 

MOB management believes that managers ex- 
perience a significant learning curve phenomenon 
in the first months at a store. Therefore, for each 
month, each manager is identified as being at that 
store for less than six months, six months to a year, 
or for more than one year. The length of tenure is 
represented by two binary variables identified as 
variables 51 and 52 in Table 1. 

The home improvement business is quite sea- 
sonal, with sales peaks during the spring and 
before Christmas and slow periods during the 
winter months. In order to account for this, a 
binary variable is included for each month except 
September, a month with approximately average 
sales volume. The seasonality variables are ident- 
ified as variables 53-63 in Table 1. 


Identification of Significant Determinants 

Stepwise regression is often used to reduce a 
large set of correlated independent variables (Theil, 
1971). Reduction of the potential sales determi- 
nants through the use of a stepwise regression 
procedure is the next step in the model develop- 
ment. All potential determinants, except for the 
manager identity variables which are ignored in the 
initial variable reduction process, are allowed to be 
candidates for inclusion in the regression based on 
a criterion that enters the most significant excluded 
determinant into the regression until no excluded 
determinant has an F-to-enter ratio greater than 4. 

Data were collected for 41 months for five stores 
and for 23 months for the Oceanside store, provid- 
ing 228 observations. Using these data, the step- 
wise regression procedure identifies the following 
variables as meeting the criterion: 


1. Proximity of the store to a major retail shop- 
ping area as measured by the number of 
complementary retail outlets (automotive 
supply stores) within a one-mile radius. This 
variable is positively correlated with sales. 

2. Percentage of households with income over 
$25,000 within a three-mile radius of the 
store. This variable is negatively correlated 
with sales. 

3. Percentage of housing units built after 
1965 within a three-mile radius of the store. 


'For example, if Manager 4 was in charge of the Spring 
Valley store during May 1987, a 1 was recorded as the value of 
the Manager 4 variable for the May 1987 observation for Spring 
Valley. For all other observations during May 1987 a zero was 
recorded for the Manager 4 variable. 
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This variable is negatively correlated with 
sales. 

4. The months of January, February, April, 
May and December. January and February 
are negatively related to sales while April, 
May and December are positively correlated 
with sales. 


The resulting sales response function is as follows: 
Si — C +b, P, — bo I, — b, B, + 6,T, + ees 


Bn 4.3 i (1) 
where: 


Si. = level of sales in month j at store k, 
P, = proximity of store k to a major retail shop- 
ping area, 
I, = percentage of households with income over 
$25,000 in the area of store k, 
B, = percentage of housing units built after 1965 
in the area of store k, 
T, = seasonality adjustment for month n, and 
C =constant term. 


This sales response equation has a coefficient of 
determination of 0.72 and an adjusted coefficient of 
determination of 0.70. 


Ranking the Managers 

Computation of an F-to-enter statistic for each 
manager identity variable is the final step in model 
development. Due to high correlations between the 
manager variables and the sales response variables, 
measures of significance of the manager identity 
variables would be unreliable if these variables 
were allowed to enter the regression. However, the 
significance of the managerial contribution can be 
reliably measured by the F-to-enter statistic if none 
of the manager identity variables is allowed to 
enter the stepwise regression, since the F statistic is 
unaffected by multicollinearity. Thus, in this con- 
text, the F-to-enter ratio is a statistical measure of 
the significance of each manager’s incremental 
contribution to store sales. The rank order of 
performance based on the F-to-enter statistic is 
presented in Table 2. 

The results presented in Table 2 indicate that one 
manager performed significantly better and one 
significantly worse than the ‘control manager’ 
(Manager 8) at the 0.10 level of confidence. Also, 
an additional manager performed significantly bet- 
ter and another significantly worse than the control 
manager at the 0.20 level of confidence. Since 
management intended to use the results as sup- 
plementary performance information, a signifi- 
cance level of 0.20 was deemed acceptable for 
categorising the managers. However, the differ- 
ences in performance between Manager 1 and both 
Managers 11 and 12 are significant at the 0.05 
level, as are the performance differences between 
Manager 2 and Managers 11 and 12. 
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Interpretation of the model 


A high level of correlation exists among some of 
the sales response variables in Equation 1. In this 
study, however, we are interested only in the 
aggregate effect of the independent variables, i.e., 
b + b,+...6,,3;. For this limited purpose, the 
analysis can be viewed as a simple regression on 
one explanatory variable, so the multicollinearity 
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problem is avoided (Theil, 1971). Of course, the 
explanatory contribution of each individual sales 
response determinant cannot be reliably measured, 
so these results are not reported. 

Clustering in the rank ordering may indicate 
that the manager identity variables capture outlet 
characteristics other than those included in the , 
sales response function. Apart from the Oceanside’ 
store, the rank ordering of managers in Table 2 


, \ 


Table 1. 
List of Potential Sales Determinants 
Variable ; Distance 
number Demographic Variables (in miles) 
] Number of Owner-Occupied Households l 
2 3 
3 5 
4 Percentage of Owner-Occupied Households 1 
5 3 
6 | 8 
7 Percentage of Housing Units Built After 1965 l 
8 3 
9 Š 
10 Percentage of Households with Income > $25,000 l 
11 3 
12 5 
13 Median Family Income l 
14 3 
15 . 5 
16 Percentage of -Husband-Wife Families Under Age 30 1 
17 3 
18 3 
Other Retail Outlet Variables 
19 Number of Home Centres l 
20 1-3 
21 Number of Building Material Centres 1 
22 1-3 
23 Number of Hardware Stores 1 
24 1-3 
25 Number of Paint Stores l 
28 1-3 
29 Number of Discount Department Stores 1 
30 1-3 
31 Number of Automotive Stores l 
32 1-3 
33 Number of Nursery Stores l 
34 1-3 
35 Number of Other Competitive Stores 1 
36 1-3 
MOB Outlet Variables 
37 Total Square Footage of Store 
38 Age of Store 
39 Management’s Evaluation of Store Potential 
Manager Variables 
40-50 Manager 1 Through Manager 11 
5I Manager at Current Outlet for Less than 6 Months e e ae 
52 Manager at Current Outlet for 6 Months to 1 Year . : `, 
Temporal Variables 
53—63 Monthly Seasonality Variables 





Managers 
(From Strongest to Weakest) 


Manager 


Group I 
Manager 1 
Manager 2 


Group II 

Manager 3 
Manager 4 
Manager 5 
Manager 6 


Store 


Spring Valley 


Chula Vista 


San Carlos 
Chula Vista 
Chula Vista 
Clairmont 


Escondido 
Spring Valley 
San Carlos and 
Clairmont 
Escondido 


Manager 7 
Manager 8 
Manager 9 


Manager 10 


Group HI 
Manager 11 


Spring Valley and — 1.93" 
Oceanside 


Manager 12 Oceanside —3,59** 
*Significant at the 0.20 level 
**Significant at the 0.10 level 





does not appear to exhibit any clustering by lo- 
cation, although there are too few observations in 
each cell for a meaningful statistical test. The 
frequent rotation of managers by the MOB re- 
duced the likelihood that important omitted store 
characteristic variables could be erroneously at- 
tributed to manager performance. 

The clustering of Managers 11 and 12 (both 
Oceanside managers) into the lowest grouping 
indicates that the model may not be properly 
segregating store and manager characteristics. This 
problem is likely to arise in any application of a 
statistical performance evaluation model. The best 
way to address this problem is to investigate 
thoroughly whether the manager evaluations pro- 
duced by the model are reasonable for the anoma- 
lous situation. 

The most distinguishing factor related to the 
Oceanside store is that it is a newer outlet, so it is 
the only store with fewer than 41 months of 
observations. Although Variable 38, age of store, 
was included as a potential sales determinant, the 
stepwise regression procedure did not identify it to 
be significant. Unfortunately, since Oceanside is 
the only new store in the sample, it is impossible 
to segregate statistically the new store and its 
manager effects. In order to do so, the sample must 
be expanded to include other newer stores. 

After the meeting described below, MOB man- 
agement was asked to provide subjective perform- 
ance evaluation information from the personnel 
file of Manager 12. It was found that Manager 12 
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was terminated due to poor performance, an un- 
usual occurrence for the MOB studied. The termin- 
ation was not based entirely on sales level, but also 
included poor subjective assessments for inventory 
control, store appearance and employee morale. 
Manager 11 spent 21 months at the Spring Valley 
store and only 14 months at Oceanside, and was 
not highly rated by MOB management. Therefore, 
the low ranking for Manager 11 cannot be ac- 
counted for solely by the Oceanside effect. In 
actuality, the poor rankings of Managers 11 and 12 
are most likely a combination of poor performance 
and the newness of the Oceanside store. The 
Oceanside case illustrates the benefits of a large 
and diverse sample when statistical performance 
evaluations are employed, as well as the need to 
analyse the results carefully. 

As previously indicated, MOB management re- 
quested that we include Variable 39, management’s 
evaluation of store potential, because they believed 
they had extensive first-hand knowledge of each 
store and its environment that could not be fully 
captured by other variables used in the model. 
Initially, Variable 39 had a large F-to-enter stat- 
istic, as might be expected. Howevez, after the last 
sales response variable entered the regression, 
Variable 39 had a small F-to-enter. This indicates 
that the model captured most of the MOB manage- 
ment’s sales determinant knowledge, other than 
that contributed by the store manager. 

To validate the results further, top management 
was asked to provide judgment-based ratings of 
the twelve managers included in the study. The 
ratings were based on personnel files and personal 
knowledge of the managers. Top management 
developed the rating list prior to seeing the results 
of the statistical study, and we did not see manage- 
ment’s list until after our results were presented. At 
@ meeting with high-level MOB management, the 
results of the statistical and judgment-based per- 
formance rankings were compared, and they were 
not identical. Managers 1 and 2, ranked by the 
statistical model as significantly above average, 
and Manager 11, ranked significantly below aver- 
age, were all placed in the middle category by 
management. Manager 6 received management’s 
highest rating. After much discussion, the presi- 
dent of the MOB division concluded that the 
statistical performance evaluation ‘provided valu- 
able new information’ concerning store manage- 
ment performance, and it was decided that both 
Managers 1 and 2 should be reclassified as ‘su- 
perior’. After the meeting, MOB management rec- 
ommended that the statistical performance model 
be expanded to include all outlets in the chain. 


Conclusions 


Several deterministic models have been pro- 
posed to facilitate the quantitative evaluation of 
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performance, primarily in the production area. 
This paper develops the notion of using statistical 
models as the basis for the evaluation of perform- 
ance, particularly in the evaluation of revenue and 
profit centres. Such a model is consistent with 
marketing approaches to site location and sales 
response estimation, areas that should form the 
basis of sales or profit centre evaluation. 

The feasibility of implementing a statistical 
model was explored though a field study of a 
multi-outlet retail business. The study found 
that statistically significant differences in the 
performance of managers can be identified, a 
result not frequently reported in the literature. 
Top management found the information generated 
by the model useful as a supplement to the 
current judgment-based performance reviews 
and recommended that evaluations using the stat- 
istical model be expanded to included all division 
outlets. 

Statistical models can be useful in negotiating 
currently attainable budgets, because the predicted 
sales for the previous year can serve as an ‘objec- 
tive’ basis to begin the negotiations. Traditionally, 
sales budgets are set by adjusting previous period 
sales (or projected sales) by a certain percentage. 
Thus, both under- and over-achieving units are 
likely to be budgeted for equal percentage increases 
in sales, a sales increase that is much more feasible 
to attain at the under-achieving unit. Such budget 
distortion is difficult to avoid without a statistical 
model because it is often not clear to all budget 
participants which units are under- or over- 
performing. 

For performance evaluation purposes, a man- 
ager’s performance can be partially based on the 
extent to which a manager met the unit’s statisti- 
cally based budget. Using the statistical model 
approach, the expectations and, accordingly, the 
performance evaluations would be different for 
managers at under-performing and over-perform- 
ing units. Thus, the behavioural problems associ- 
ated with evaluating managers based on budgets 
that are too tight or too loose can be mitigated. 
Manager performance can also be rank-ordered, if 
desired. 

The statistical model described here can be 
implemented rather easily in any multi-outlet or- 
ganisation. The initial data gathering and model 
building requires considerable expertise and invest- 
ment of time, but the operation and maintenance 
of the statistical model should be relatively easy. 
The statistical model approach may also be em- 
ployed in organisations without multiple outlets 
where statistical estimates of sales or profits are 
available. However, in organisations without a 
reasonable number of similar units, the power of 
the statistical model is significantly reduced. 

Although managers in the MOB studied were 
evaluated on the basis of sales, the performance 
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evaluation technique described here can also be 
applied to managers evaluated on the basis of 
profit. In fact, the more latitude a manager is given 
in making decisions which affect the unit, the more 
powerful a statistical performance measure is likely 
to be. If manager performance involves purchas- 
ing, product mix and/or cost control decisions in 
addition to sales stimulation, greater statistical 
variation in the level of outlet achievement would 
be expected. 

The major disadvantages of the statistical model 
approach are the expertise and cost involved in the 
initial implementation of the model, the risk that 
model outputs may be used mechanistically with- 
out proper analysis, and the reluctance of man- 
agers to rely on a complex model that they may not 
fully understand. As with activity-based costing, 
the appropriateness of the model to an individual 
firm is likely to be a function of the losses the firm 
faces from less accurate manager/unit ia 
evaluations. 

Although considerable research fae ‘been di- 
rected at extending traditional manufacturing 
performance measures, there is a paucity of discus- 
sion on potential extensions of revenue or profit 
centre performance measures in the literature. 
This paper presents an exploratory study of a 
more comprehensive revenue or profit centre 
performance measurement technique. Additional 
research investigating the general practicability of 
implementing statistical performance measures is 
required. 
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The Review Report: An Empirical 


Investigation 


Tom Brown, David Hatherly and’ John Innes* 


Abstract—A laboratory study was used to investigate two questions of relevance to the expectations gap: (1) what 
differences do the users of financial statements perceive between an audit and a review?, and (2) what impact does 
changing the format of the audit report from the short form wording used in the UK prior to September 1993 
to an expanded version (based on the expanded US audit report) have on these perceptions? Results of investigating 
(1) indicate that users perceive a number of differences between the audit and the review. Results of investigating (2) 
demonstrate that expansion of the audit report increases the number of differences perceived by users. The paper 
goes on to discuss the results in the context of the differences between an audit and a review suggested by IFAC 
guidelines. It was found that, in a number of respects, IFAC guidelines are inconsistent with user perceptions 
irrespective of the expansion of the audit report. -The implication for audit policy is that any proposal to promote 
the use of reviews in the UK should address this inconsistency either by reappraising and refining IFAC’s guidance 


onthe review and/or by sharpening user perceptions of thg review through careful wording of both the review and 


the audit reports. 


Introduction 


The audit expectations gap has become. a topical 
issue on both the political and professional 
agendas (CICA, 1988; Humphrey et al., 1992; 
Hooks, 1992). Three documents issued by the 
Auditing Practices Board (APB) are relevant to 
these agendas. The first, The Future Development of 
Auditing (APB, 1992), is concerned to promote a 
wide debate regarding the role and scope of the 
audit so as to meet changing expectations. The 
other two documents are designed not so much to 
meet expectations but rather to help remove any 
misunderstanding as to the nature of the existing 
audit. For this, APB has issued an auditing stan- 
dard (APB, 1993a) for financial year ends after 
September 1993, which expands the standard UK 
audit report so as to describe the relevant respon- 
sibilities of directors and auditors and to describe 
the basis of the auditor’s opinion. In addition 
APB has issued Auditing and Related Services: An 
Explanation for Users (APB, 1993b) which dis- 
cusses differences between the various products 
provided by firms of auditors. Such products in- 
clude not only the traditional audit of financial 
statements, but also environmental audit, value for 
money audit and related non-audit services such as 
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‘the accountant’s report included in a prospectus 


and the review of financial statements. 

This paper examines general users’ perceptions `: 
of the differences between an audit of financial 
statements and a review. It goes on to discuss 
whether the general user’s perceptions of differ- 
ences between an audit and a review coincide with 
the perceptions of the auditing profession. It is 
argued that there is a significant number of differ- 
ences between the expectations of users and. the 
auditing profession as regards the distinction be- 
tween an audit and a review. Finally the paper 
examines the impact of the expansion of the audit 
report on the perceptions of users, in order to 
examine whether expansion manages to close the 
gap between users’ and the auditing profession’s 
perceptions of the distinction between an audit and 
a review. 

The APB (1993b) provides a brief description of 
the review, suggesting that a review engagement is 
limited in its scope, which therefore means that the 
reviewer is in a position to express only a moderate 
rather than a high level of assurance. The APB 
refers to more detailed guidance on the review 
being published by the International Federation of 
Accountants (IFAC) in the form of two ‘Related 
Service Guidelines’ (IFAC, 1988 a and b). Hence, 
in this paper, these IFAC guidelines are taken as 
@ surrogate for the auditing profession’s percep- 
tions of a review. The arguments for and against 
the review have been well rehearsed, particularly in 
relation to its use as a possible replacement for the 
small company audit (Gemmell, 1977; Shaw, 1978; 
Page, 1985). The review has been available in the 
USA and elsewhere and has received a mixed 

response (Campbell and Michenzi, 1987; Marra 
` and Radig, 1987). 
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The research study reported in this paper is one 
of a group of studies into the influence of report 
wording on user perceptions. An earlier study 
(Hatherly et al., 1991) concerned the impact of 
expanding the wording of the audit report on 
users’ perceptions of the audit. The purpose of the 
study reported in this paper is to examine user 
perceived differences between an audit and a re- 
view based on audit and review reports. The study 
is split into separate research questions, addressing 
user perceptions based on two different audit re- 
ports and a review report. The first research ques- 
tion is: 

What do the users of financial statements 

perceive to be the differences between the 

audit and the review on the basis of a short- 
form audit report and a review report? 


A further research question was the result of the 
APB’s expression of interest in changing the word- 
ing of the UK audit report to an expanded form 
giving more information on the responsibilities of 
the auditor and the nature of the audit work 
conducted (APB, 1991). This led directly to the 
second research question: 


What do the users of financial statements 
perceive to be the differences between the 
audit and the review on the basis of an 
expanded audit report and a review report? 


Previous research 


A number of US researchers have made a gen- 
eral comparison of audit and review reporting. 
Johnson, Pany and White (1983) found that bank 
lending officers perceived that audited financial 
statements provided a greater level of assurance 
than did reviewed financial statements. Pillsbury 
(1985) tested the perceptions of bankers and audi- 
tors for a number of limited assurance type reports, 
one being the review of interim financial state- 
ments, and found that bankers and auditors had 
different perceptions of the review, with the 
bankers perceiving ‘an appreciably higher level of 
assurance than did the auditors’. 

Nair and Rittenberg (1987) tested differences 
between bankers’ and auditors’ perceptions of 
financial statements accompanied by a variety of 
report types, amongst which were two review 
reports (one qualified). With respect to the review 
reports, Nair and Rittenberg noted that differences 
exist between the perceptions of bankers and audi- 
tors with regard to the review reports and sug- 
gested that the Accounting and Review Services 
Committee should examine the messages com- 
municated by the compilation and review reports 
in the same manner as the Auditing Standards 
Board were then doing in respect of the audit 


report. 
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Yardley (1989) found some perceptual differ- 
ences between CPAs and bank loan officers with 
respect to the assurance provided by a limited 
procedures engagement resulting in a negative 
assurance report. Bartlett (1991) examined percep- 
tions of CPAs and bankers with respect to a variety 
of report types. He developed ratio scales to exam- 
ine the relationship between perceived levels of 
assurance provided by the audit and the review. 
His ratio scales suggest that CPAs, on average, 
intend an unqualified audit report to carry 2.37 
times more assurance than a review report. 
Bankers, on average, however, perceive 2.04 times 
as much assurance being provided by the audit. 


Research design and method 


The method employed in this study was that 
used by Hatherly et al. (1991) in comparing user 
perceptions of the messages contained in the short 
form UK audit report and a UK derivative of the 
US expanded audit report. Accessing the target 
population of general users of financial statements 
is a very difficult task, hence this study used a 
surrogate population of 195 MBA students, di- 
vided into three matched groups. All were part-time 
MBA students at the University of Edinburgh. The 
part-time MBA students have a number of charac- 
teristics that would be expected in the general user. 
These students are mature, with some business 
experience as either managers or professionals, and 
are likely to be exposed to some form of account- 
ing information in the normal course of their work. 
In addition they have received a basic accounting 
course, but no auditing instruction, as part of their 
MBA studies. These characteristics fit in well with 
the view of the general user being an individual 
with sufficient knowledge to make use of financial 
statements but lacking in an appreciation of the 
finer points of accounting and auditing. Flint 
(1982, p. 16) commenting on the limitations of the 
accounting knowledge of a major group of finan- 
cial statement users, the shareholders, remarks: 


Although accounts are prepared to give a 
view which satisfies the rights and needs of 
shareholders, it does not follow that they 
must be wholly comprehensible to every indi- 
vidual shareholder. 


Given that the user does not necessarily possess 
detailed accounting knowledge, then the percep- 
tions of the surrogate users participating in this 
study are likely to be indicative of the population 
of users as a whole. The study required the subjects 
to read through a set of fictional financial state- 
ments to which was appended a short form audit 
report or an expanded audit report or a review 
report. The students were then asked to lay the 
financial statements (and report) aside and to 
answer a questionnaire (using a 7 point Likert 
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scale) to elicit their perceptions with respect to 
eighteen key audit attributes (dimensions), details 
of which are given in Hatherly et al. (1991). 

The review report and the two audit reports used 
in the study are reproduced in Appendix 1. All the 
reports were unqualified. The short form audit 
report is the standard UK report used for financial 
year ends prior to September 1993. The expanded 
audit report required as standard in the UK after 
September 1993 (APB, 1993a) was not available at 
the time of conducting the research. Hence the 
research employed an expanded audit report word- 
ing derived from the US (SAS 58). In each case the 
financial statements used were identical apart from 
the accompanying audit or review report. There- 
fore, given that the groups were matched according 
to age and experience, differences in user percep- 
tions should be the result of the different audit and 
review reports. 

In order to answer the two research questions, 
the questionnaire responses were analysed by com- 
paring the users’ perceptions of audited financial 
statements, firstly given a short form audit report 
and secondly given an expanded audit report, with 
users’ perceptions of reviewed financial statements. 
Statistical analysis was used to determine signifi- 
cant (5% level) differences between subject groups 
on each of the 18 dimensions. The results are 
two-sample cases of ordered, interval scaled, data. 
Significance levels were calculated using a version 
of the ‘t’ test (on Minitab) which did not rely on 
equal variances for the two populations being 
compared. This ‘t test assumes that the scores in 
the samples are independent observations from 
normally distributed populations, and these as- 
sumptions were satisfied by the data (Siegel and 
Castellan, 1988, p. 103). The results obtained by 
the ‘t’ test were cross-checked using Wilcoxon- 
Mann-Whitney as a non-parametric alternative. It 
was found that the Wilcoxon-Mann-Whitney test 
generated significant differences at the 5% level for 
the same dimensions as the ‘t’ test. 


Results 


The First Research Question 

The detailed results are set out in Table 1. This 
shows that users of the review report and the short 
form audit report exhibited statistically significant 
differences in their perceptions of the audit and the 
review on 9 of the 18 dimensions tested: 


1. Auditor’s/reviewer’s integrity and indepen- 
dence 
6. Freedom from fraud 
7. Credibility of financial statements 
12. Usefulness—for investment/disinvestment de- 
cision 
14. Extent of audit/review work 
15. Auditor/reviewer accountability 
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16. Usefulness—for monitoring company per- 
formance 

17. Riskiness/viability of the company 

18. Communication of purpose 


These nine dimensions form the user perceived 
differences between the audit and the review on the 
basis of the short form audit and review reports. 

In comparison to the audit, the review is under- 
specified since the law has nothing to say on the 
subject; the academic community has paid only 
limited attention; and the UK profession (APB, 
1993b) has issued only very limited guidance. The 
IFAC guidelines suggest that the factors which 
allow a review to be differentiated from an audit 
are: the level of assurance sought; the scope of the 
work carried out; the extent of the work carried 
out; the nature of the assurance provided (negative 
assurance, i.e. that the reviewer has no reason to 
believe that the financial statements do not give a 
true and fair view); and the wording of the report. 

Significant differences on dimensions 7, 12, 14, 
16 and 17 are consistent with the IFAC guidelines 
insofar as these dimensions are influenced by the 
scope and extent of the work carried out and the 
level of assurance derived. The IFAC guidelines dọ- 
not appear to focus on any difference between the 
auditor’s and reviewer’s integrity and indepen- 
dence or on any difference between auditor and 
reviewer accountability (dimensions 1 and 15). 
However, users perceive that the reviewer is signifi- 
cantly more independent, but significantly less 
accountable, than the auditor. It will be seen from 
the results for the second research question that the 
expansion of the audit report improves the user’s 
perception of auditor independence and brings it in 
line with perceptions of the reviewer’s indepen- 
dence. Thus perceptions of auditor bias and objec- 
tivity are found to be sensitive to the style of the 
audit report. The user’s perceived difference be- 
tween auditor and reviewer accountability is the 
largest difference reported in Table 1. It is plausible 
that members of the profession would argue in a 
court of law that they accepted less liability for a 
review than for an audit. If so, the user’s percep- 
tions of a difference on this dimension would be in 
line with the profession’s perception. 

In the case of dimension 6, based on the fact that 
the IFAC guidelines require a lesser standard of 
work for the review than for the audit, it is 
reasonable to deduce that the review should bring 
a lesser level of comfort with respect to fraud. 
However this is at odds with the users’ perception, 
as shown by Table 1, of a higher level of comfort 
from the review than from the audit. One expla- 
nation may be that the difference in wording 
between the two report types is responsible for this 
result. The brevity and technicality of the short 
form audit report may impart less comfort to the 
reader with regard to dimensions not directly 
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addressed in the report than does the expanded 
wording of the review report. This is consistent with 
the halo effect reported in Hatherly et al. (1991). 

In the case of dimension 18, it is found that users 
perceive the review report to be a more effective 
communicator than the short form audit report. 
This issue is not addressed by the IFAC guidelines. 

No statistically significant differences between 
the perceptions of the audit (short form report) 
and the review were found on the remaining nine 
dimensions: 


2. Specific items v. financial statements as a 
whole 

3. Acceptance of management’s representations 

4. Auditor’s/reviewer’s judgement and discretion 

5. Satisfaction with financial statements 

8. Proper accounting records 

9. Appropriate accounting standards and prin- 
ciples 

10. Management-auditor/reviewer responsibility 

11. Usefulness—for assessing management quality 

13. Conflict between management and audi- 
tor/reviewer 


For dimensions 2, 9, 10 and 13 the results are 
consistent with the discussion of the review in the 
IFAC guidelines. However, there may be inconsis- 
tencies between the IFAC guidelines and the per- 
ceptions of users on dimensions 3, 4, 5, 8 and 11. 
The implication of the IFAC guidelines is that the 
levels of assurance would be lower for the review 
than for the audit. However, no significant differ- 
ences were found on these dimensions. 


The Second Research Question 

Users of the review report and the expanded 
audit report exhibited statistically significant differ- 
ences in their perceptions of the audit and the 
review on 12 of the 18 dimensions tested: 


. Acceptance of management’s representations 

. Auditor’s/reviewer’s judgement and discretion 

. Satisfaction with financial statements 

. Credibility of financial statements 

. Proper accounting records 

. Usefulness—for investment/disinvestment de- 

cision 

13. Conflict between management and audi- 
tor/reviewer 

14. Extent of audit/review work 

15. Auditor/reviewer accountability 

16. Usefulness—for monitoring company per- 
formance 

17. Riskiness/viability of the company 

18. Communication of purpose 


bo oo SJ Cn P. G 


These dimensions constitute the user perceived 
differences between the audit and the review on the 
basis of the expanded audit report. 

IFAC guidelines are either inconsistent with or 
do not address the perceived differences of users on 
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dimensions 13, 15 and 18. The results for dimen- 
sion 13 show that users perceive the reviewer as 
more prepared to accept accounting policies that 
he/she does not agree with, than is the auditor. 
IFAC guidelines, however, do not indicate that the 
reviewer and auditor behave differently with re- 
spect to the acceptance of accounting policies. 
Dimension 15 concerns accountability, for which 
there remains a very clear differentiation, with the 
users of the review having a significantly lower 
perception of the ability of shareholders to hold the 
reviewer accountable than is the case for the 
auditor. Dimension 18 concerns the message com- 
municated in the audit/review report, and is thus 
directly pertinent to the study. Users of the ex- 
panded audit report agreed with the proposition 
that the report clearly communicates the purpose 
of the audit; users of the review reported a neutral 
position; and users of the short form audit report 
disagreed with the proposition. The neutral pos- 
ition shown by review report users suggests that 
the review report wording may rot be as commu- 
nicative as is necessary. 

No significant differences were found between 
perceptions of the audit (based on the expanded 
report) and perceptions of the review, on the 
remaining six dimensions: 


1. Auditor’s/reviewer’s integrity and indepen- 
dence 
2. Specific v. whole 
6. Freedom from fraud 
9. Appropriate accounting standards and prin- 
ciples 
10. Management-auditor/reviewer responsibility 
11. Usefulness—for assessing management quality 


It may be argued that dimension 6 is influenced by 
the extent of the work carried out, and dimension 
11 by the level of assurance attained. Given that 
the IFAC guidelines imply less work and a lower 
level of assurance for the review than for the audit, 
the results for dimensions 6 and 11 may be re- 
garded as inconsistent with the IFAC guidelines. 
The finding of no significant differences for dimen- 
sions 1, 2, 9 and 10 on the part of the users is 
consistent with the IFAC guidelines. 


Limitations 

This type of study has a number of limitations. 
The use of subjects from a single geographic area 
places some restraints on generalising the results. 
In discussing the differences between the audit and 
the review, the authors have had to rely on their 
own subjective evaluation of the literature in the 
area. Another limitation is the impossibility of 
scaling the user’s responses in terms of a normative 
absolute scale; hence user groups’ responses have 
to be viewed relative to each other. The experiment 
considered only one example for each of the ex- 
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panded audit report and the review report. How- 
ever, the examples used were based on existing 
reports, with changes to make them suitable for use 
in the UK. Being a controlled experiment, the 
subjects were directed by the authors to read the 
audit or review reports. While this was necessary 
for the conduct of the study, it is debatable whether 
the general user of financial statements would, in 
the real world, read the attached audit/review 
report under similar conditions to those pertaining 
in the experiment. 


Conclusions 


First Research Question 

On the basis of the short form audit report, users 
perceive differences between an audit and a review 
on nine dimensions (1, 6, 7, 12, 14, 15, 16, 17 and 
18). We then used the IFAC guidelines as a 
surrogate for the auditing profession’s perception 
of the differences between an audit and a review. 
On this basis both users and the auditing pro- 
fession perceive that differences exist on five di- 
mensions (7, 12, 14, 16 and 17). However, on 
dimensions 1, 6, 15 and 18, users perceive differ- 
ences which are not suggested by the IFAC guide- 
lines. On dimensions 3, 4, 5, 8 and 11, IFAC 
guidelines suggest differences which are not per- 
ceived by users. Overall there are nine dimensions 
(1, 6, 15, 18, 3, 4, 5, 8 and 11) where user 
perceptions are either inconsistent with, or are not 
addressed by, the IFAC guidelines. These results 
provide evidence of an expectations gap between 
the auditing profession and users, regarding the 
differences between a review and an audit. 


Second Research Question 

On the basis of the expanded audit report, users 
perceive differences between an audit and a review 
on 12 dimensions (3, 4, 5, 7, 8, 12, 13, 14, 15, 16, 
17 and 18). Thus the expansion of the audit report 
extends the user’s perception of differences be- 
tween an audit and a review from a total of 9 to 
a total of 12 dimensions. However expansion of the 
audit report also has a qualitative effect in that 
users no longer perceive differences between an 
audit and a review for dimensions 1 and 6. 

Once again we used the IFAC guidelines as a 
surrogate for the auditing profession’s perception 
of the differences between an audit and a review. 
On this basis the users (with the expanded audit 
report) and the auditing profession both perceive 
that differences between an audit and a review exist 
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by the IFAC guidelines. On dimensions 6 and 11, 
IFAC guidelines suggest differences between an 
audit and a review which are not percetved by users 
reading the expanded audit report. 

Thus the expansion of the audit report increased 
the number of dimensions on which users and the 
profession agree that there are differences between 
an audit and a review from five to nine. At the 
same time, the number of dimensions on which 
users and the profession potentially disagree was 
reduced from nine to five. These results demon- 
strate that expansion of the audit report lowers the 
expectations gap between the auditing profession 
and users regarding the differences between an 
audit and a review. 


Summary 


The research results provide evidence of the 
general users’ perceived differences between an 
audit and a review on the basis of (i) a short form 
audit report, and (ii) an expanded audit report. 
The paper also considers how these perceived 
differences compared with the differences between 
an audit and a review implicit in the IFAC guide- - 
lines. Our interpretation of the IFAC guidelines is ` 
necessarily subjective especially with respect’ to 
dimensions not explicitly addressed. Nevertheless 
this paper provides evidence of an expectations gap 
between users’ perceptions of the differences be- 
tween an audit and a review and the auditing 
profession’s view as indicated by the IFAC guide- 
lines. Expansion of the audit report brings the 
users’ perceptions of the differences between an 
audit and a review closer to the view of the 
profession. However, the expansion does not align 
the view of the general user and the auditing 
profession and a substantial expectations gap re- 
mains. This expectation gap has implications for 
audit policy making and there are two ways in 
which it might be tackled. The wording of one or 
both of the audit and review reports could be 
revised as an educational initiative to change user 
perceptions. An alternative would be for the audit- 
ing profession to re-appraise its view of the audit 
and the review so as to bring the requirements for 
both more into line with the perceptions of users. 
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Appendix 1 
Short form UK audit report as used in the study: 


XYZ LIMITED 
AUDITOR’S REPORT TO THE MEMBERS 


We have audited the financial statements on pages 
x to y in accordance with approved Auditing 
Standards. 

In our opinion the financial statements give a 
true and fair view of the state of the company’s 
affairs at day-month-year and of its profit and 
source and application of funds for the year then 
ended and comply with the Companies Act 1985. 


ABC C.A. 
Edinburgh 
Expanded audit report as used in this study: 


INDEPENDENT AUDITOR’S REPORT 
TO THE MEMBERS OF XYZ LIMITED 


We have audited the financial statements on pages 
x to y. These financial statements consist of the 
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balance sheet at day-month-year, profit and loss 
account and funds statement for the year then 
ended and the notes to the financial statements. 
These financial statements are the responsibility of 
the company’s directors. Our responsibility is to 
express an opinion on these financial statements 
based on our audit. 

We conducted our audit in accordance with 
approved auditing standards. Those standards re- 
quire that we plan and perform the audit to obtain 
reasonable assurance about whetker the financial 
statements are free of material misstatement. An 
audit includes examining, on a selective basis, 
evidence supporting the amounts and disclosures 
in the financial statements. An audit also includes 
assessing the accounting policies used and any 
significant estimates made by the management, as 
well as evaluating the overall financial statement 
presentation. We believe that our audit provides a 
reasonable basis for our opinion. 

In our opinion, the financial statements referred 
to above give a true and fair view ot the state of the 
company’s affairs at day-month-vear and of its 
profit and source and application of funds for the 
year then ended and comply with the Companies 


Act 1985. ABC C.A. 
Edinburgh 
Suggested review report as used in this study: 


The review report used was developed for UK 
conditions from the report included in the IFAC 
guideline (IFAC, 1988b) by a working party of the 
Auditing Practices Committee for inclusion in a 
UK exposure draft of a guideline on ‘Review 
Engagements’. In the event this exposure draft was 
never published. 


INDEPENDENT ACCOUNTANTS’ REVIEW 
REPORT TO THE MEMBERS OF XYZ 
LIMITED 


We have reviewed the financial statements of XYZ 
Limited for the year ended day-month-year set out 
on pages x to y. Our review was carried out in 
accordance with the Guidelines on Auditing and 
Related Services: ‘Review Engagements’. These 
financial statements are the representations of the 
directors of XYZ Limited. 

A Review consists principally of enquiries of 
company personnel and analytical procedures ap- 
plied to financial data supplied to us by the com- 
pany. It is substantially less in scope than an audit 
in accordance with Auditing Standards and thus 
provides less assurance than an aud:t. Accordingly, 
we do not express an audit opinion. 

Based on our review nothing has come to our 
attention that causes us to believe that the financial 
statements reviewed do not present a true and fair 


view. ABC C.A. 
Edinburgh 
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Initial Public Offerings on the Unlisted 
Securities Market: The Impact of 


Professional Advisers 
K. M. Holland and J. G. Horton* 


Abstract—This paper tests two hypotheses developed in the context of information asymmetry between companies 
making initial public offerings (IPO) on the Unlisted Securities Market and potential investors. It is argued that the 
status of the sponsor and audit firm are interpreted by potential investors as signals of an IPO’s quality. The results 
indicate that for IPOs made during 1986-87 the level of discount and the status of the associated auditing firm are 
significantly related. Higher quality auditing firms are associated with lower levels of discount. A similar relationship 
for IPOs made during the period 1988-89 is not detected. The paper suggests that there were significant changes 
in the IPO market between these two periods. No relationship in either period is detected between the level of 


discount and the status of the sponsor. 


Introduction 


When a company seeks a flotation on a regulated 
securities exchange it is normally required to select 
a member of the exchange to act as sponsor to the 
issue. The sponsor in turn will appoint a reporting 
accountant. The company may also review its 
choice of auditor at the same time (Menon and 
Williams, 1991). This paper examines the impact of 
these decisions on companies’ initial share prices 
upon obtaining a flotation on the London Unlisted 
Securities Market (USM) through an initial public 
offering (IPO). 

It is assumed that an important objective in 
selecting professional advisers is to maximise the 
value of the existing shareholders’ holding in the 
company.' This objective will be met if any dis- 
count at which the shares are issued is kept to a 
minimum. In order to capture the full discount 
Dawson (1987) and Barry (1989) argue that, where 
new shares are issued as part of the IPO process, 
the discount should be calculated by reference to 
the pre-offering value of the shares. However, in 
the absence of observable pre-offering prices this 
study uses the placing price as the basis of calculat- 


*The authors are, respectively, lecturer and part-time tutor in 
the Department of Accounting, University of Wales, Aberyst- 
wyth. They are grateful for the financial assistance provided by 
the Research Board of the Institute of Chartered Accountants 
in England and Wales, and for the contributions from par- 
ticipants at the 1991 European Accounting Association Annual 
Congress. In particular the authors wish to acknowledge the 
assistance provided by David Butler, Professors David 
Gwilliam, Richard Macve and Mark Tippett, and the helpful 
comments of the two referees. 

‘Other objectives may exist, such as minimising the adminis- 
trative burden involved in IPO, but these are difficult to 
quantify. 


ing the discount. It is calculated by comparing the 


share’s issue or placing price with its quoted price `; 


at a specified interval after the offering. Previous 
studies have used a variety of intervals over which 
the discount has been observed. In the absence of 
a consensus on the choice of period, this paper uses 
a number of alternative periods. 

In the context of information asymmetry be- 
tween the company making the IPO and potential 
investors, it is argued that the status of the pro- 
fessional advisers employed by the company is 
used as a signal of the quality of the IPO. The | 
quality of an IPO is measured in terms of the level 
of ex ante uncertainty about the post-flotation 
trading price. The lower the perceived quality of an 
IPO the higher the level of discounting required to 
attract sufficient subscribers. 

The status of a professional adviser could influ- 
ence the level of discount in two ways. The use of 
‘higher quality’ advisers could reduce the owner’s 
opportunity to ‘cheat’ by providing inaccurate 
information to the market. This sacrifice by the 
managers may be interpreted by the market as 
indicating that the owners have favourable infor- 
mation about the firm’s prospects. Also, higher 
quality advisers with their generally greater experi- 
ence with flotations may be able to forecast the 
market clearing price more accurately than less 
experienced advisers can. 

From an examination of 230 IPOs made under 
the placing method in the period 1986 to 1989 a 
significant relationship is detected between the 
level of discount and the quality of the audit firm 
employed. Higher quality audit firms are associ- 
ated with lower levels of discount. This result is 
contrary to those of previous UK studies in this 
area: for example, Keasey and McGuinness (1991), 
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and Keasey and Short (19928). These studies have 
categorised audit firms on the basis of big 
eleven/non big eleven or similar binary divide. The 
failure to recognise the presence in the UK of an 
identifiable ‘second tier’ of auditing firms may 
account for the failure of these studies to detect a 
significant association between audit firm quality 
and discount level. However, consistent with those 
studies, this paper does not detect a significant 
relationship between the quality of sponsor em- 
ployed and the level of discount. 


Background information and previous 
literature 


There are several methods by which a company can 
obtain a quotation. The most common used on the 
USM is the placing method. In the period under 
review in this paper, namely 1986 to 1989, 
316 IPOs by UK resident companies occurred, of 
which 230 used the placing method. Consequently, 
- this paper focuses upon placings, where shares are 
sold to or ‘placed’ with the sponsor’s institutional 
and private investors. To ensure a liquid market, at 
least 10% of the shares being placed must be 
offered to at least two independent market makers. 
The sponsor is compensated for its services by a fee 
. and in some cases by being allowed to place the 
shares at a higher price than that paid by it to the 
company (see Buckland and Davis, 1989 for a 
comprehensive review of the USM). 

The discounting of IPOs on stock markets has 
been consistently observed in both UK and US 
studies. For example, in the UK, Davis and 
Yeomans (1976) observed a mean discount of 
19.08% on a total of 60 issues in the period 1 April 
1965 to 31 March 1971. Also, Buckland, Herbert 
and Yeomans (1981), in a study of 297 offers for 
sale in the period 1 April 1965 to 31 March 1975, 
observed a mean discount of 9.7%. In the US 
Ibbotson (1975) observed a mean discount of 
11.4% on a total of 120 issues in the period 1 
January 1960 to 31 December 1969. Ibbotson and 
Jaffe (1975) in a study of 2650 issues in the period 
1 January 1960 to 31 October 1970 observed a 
mean discount of 16.8%. Subsequent studies in 
both the US and UK have found similar results, 
e.g. Ritter (1984), Welch (1989) and Buckland and 
Davis (1990). 

The phenomenon of discounting IPOs has been 
explained in terms of information asymmetry. 
Baron (1982) assumes an information asymmetry 
between the issuing firm and its sponsor as to 
potential investors’ demand for the shares being 
issued. The greater the issuing company’s uncer- 
tainty about the demand the more it is willing to 
compensate the sponsor, in the form of discount- 
ing, for access to its superior information. 

Rock (1986) argues that to retain ‘uninformed 
investors’ in the IPO market it is necessary to 
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discount IPOs. However, the apparent absence of 
any uninformed investors under the placing 
method suggests that Rock’s argument is irrelevant 
to IPOs made under the placing method.’ 

Titman and Trueman (1986) assume an infor- 
mation asymmetry between the owners of the firm 
and potential investors in the IPO. They show that 
the level of discount required is a positive function 
of the ex ante uncertainty about the market value 
of the IPO. 

As a consequence of information asymmetry, 
owners of higher quality IPOs have an incentive to 
signal to potential investors their superior quality.’ 
Potential investors will be unable to assess accu- 
rately the relative quality of an IPO. Consequently, 
they would expect the same level of discount or 
return from all IPOs irrespective of their ‘quality’. 
Existing shareholders in ‘higher quality’ IPOs will 
not be prepared to discount at a level in excess of 
that required by their assessment of the ex ante 
uncertainty, while potential investors will require a 
return or discount commensurate with the ‘lowest 
quality’ IPO. The result will be that ‘high risk’ 
IPOs will drive out ‘low risk’ IPOs, unless potential 
investors can assess the relative quality of an IPO 
and price it accordingly (Akerlof, 1970). 

Consistent with this ‘market for lemons’ argu- 
ment, a number of US studies have found that the 
choice of adviser can be used to reduce the IPO’s 
level of ex ante uncertainty and consequently the 
required level of discount: for example, Neuberger 
and LaChapelle (1983), Balvers, McDonald and 
Miller (1988) and Beatty (1989). However, in stud- 
ies of UK IPOs on the USM, Keasey and McGuin- 
ness (1991) and Keasey and Short (1992a) do not 
find a significant relationship between adviser qual- 
ity and the level of discount. 

The choice of adviser could influence the level of 
discount in two ways. The use of ‘higher quality’ 
advisers could reduce the owner’s opportunity to 
‘cheat’ by providing inaccurate information to the 
market. This sacrifice will be interpreted by the 
market as indicating that the owners have favour- 
able information about the firm’s prospects. The 
level of ex ante uncertainty associated with the IPO 
will be reduced, resulting in a reduction in the 
required level of discount. Also, higher quality 
advisers with their generally greater experience in 
flotations may be able to forecast the market 
clearing price more accurately than less experi- 
enced advisers can. To maintain their share of the 


*See Levis (1990) where Rock's theory was applied to non- 
placed UK IPOs and the Keasey (1991) and Keasey and Short 
(1992b) criticisms of Levis. 

However, because firms can employ a number of signals 
simultaneously (Engers, 1987) care is needed in interpreting the 
results of regression models employed in hypothesis testing. The 
final section details the tests performed to detect serious multi- 
collinearity within the data set. The tests indicate that serious 
multicollinearity is not present. 
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IPO market, advisers have an incentive to mini- 
mise the level of discount (Beatty and Ritter, 
1986). | 

For the choice of professional adviser to act as 
an effective signal there must be perceived differ- 
ences in the quality of services supplied by compet- 
Ing professional firms. DeAngelo (1981) argues 
that large “Big Eight’ firms of accountants will 
supply higher quality audit services compared with 
other suppliers in order to protect their higher 
investment in reputation capital. The choice of 
sponsor can have a similar signalling effect (Titman 
and Trueman, 1986). 

Other means of signalling quality may exist. A 
number of recent papers have suggested that the 
discount on an IPO can itself be used to signal 
quality. For example, Grinblatt and Hwang (1989) 
show that higher quality firms can afford to dis- 
count more heavily with a view to recouping the 
discount on a subsequent seasoned issue. Lower 
quality firms can imitate the actions of the high 
quality firms by heavily discounting, but run the 
risk of being found out to be a low quality firm 
subsequent to the IPO, but prior to a seasoned 
issue. This will result in a lower price for the 
seasoned issue, leaving the company unable to 
recover the discount on the IPO. Consequently low 
quality firms may decide not to imitate high quality 
firms and accordingly discount the IPO less. 

The use of either the discount or higher quality 
advisers as a signal involves ‘giving money away’ 
(Grinblatt and Hwang, 1989). Money not used to 
employ higher quality, and consequently more 
expensive advisers, can be ‘given away’ in the form 
of a higher discount or vice versa. Therefore a 
negative relationship will exist between the level 
of discount and the quality of the advisers 
employed. 

Leyland and Pyle (1977) suggest that the pro- 
portion of equity retained by the existing share- 
holders can signal information to potential 
investors: the existing shareholders’ level of share 
holding was a positive function of the ‘favourable- 
ness’ of their information. The benefit of diversifi- 
cation forgone by not reducing the level of equity 
held in IPO company is interpreted as a positive 
signal. 

The voluntary disclosure of information can act 
as a signal. Keasey and McGuinness (1991) find 
that traded prices of IPOs are positively related to 
the information content of voluntary disclosures of 
profit forecasts contained in IPO prospectuses. 
Buckland and Davis (1990) reach a similar con- 
clusion. 

Given the hypothesised relationship between 
the level of ex ante uncertainty over the future 


‘A similar argument was put forward by Newbould, Stray 
and Wilson (1976) though their methodology and conclusions 
were disputed by Buckland and Yeomans (1977). 
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traded price and the resulting level of discount, 
it is also necessary in seeking to identify the 
impact of professional advisers to control for 


the level of ex ante uncertainty. Two basic ap- 


proaches have been used in the literature. One 
approach focuses on share price volatility. Balvers 


et al. (1988) used the mean beta for the same. 


industrial classification as the IPO. Partial support 
for using a measure of systematic risk as a proxy 
of ex ante uncertainty can be found’in the US 
literature on the accuracy of profit forecasts. For 
example, Barefield and Comiskey (1979) find a 
negative association between forecast accuracy 
and a company’s systematic risk. However, similar 
results have not been found in UK studies: for 
example, Bhaskar and Morris (1984) and Patz 
(1989). 

In using the standard deviation of ex post stock 
returns Ritter (1986) argued that the ex ante 
uncertainty that potential investors face is not 
restricted to systematic or market risk but instead 
consists of the uncertainty regarding the after 
market price, i.e. both systematic and unsystematic 


risks. : 


The second approach focuses on specific 
attributes of the IPO company. For example 
Keasey and Short (1992a), in testing a number of 
proxies, found that the funds raised from shares 
placed by the IPO company (as distinct from those 
placed by the shareholders) and the size of the 
company making the IPO were related to the level 
of discount. Conflicting arguments can be ad- 
vanced as the direction of the relationship between 
the level of funds raised and the level of discount. 
Higher levels of funds raised could indicate higher 
levels of suitable investment opportunities. Alter- 
natively, to the extent that the number of projects 
is related to the level of funds raised (Beatty and 
Ritter, 1986), increased funds could increase the 
risk of the firm because of the increasing burden on 
management. Davis and Yeomans (1976) also 
found a negative relationship between the level of 
discount and the value of the company prior to 
flotation, supporting the hypothesis that level of 
ex ante uncertainty is negatively related to firm 
size. 

In addition to considering the above signalling 
mechanisms, the findings of Davis and Yeomans 
(1974) and Ritter (1984) of a positive relationship 
between the levels of market volatility and IPO 
discounts suggest a need to control for market 
volatility. 


Hypotheses 


If the quality of the audit firm appointed to act on 
an IPO acts as a signal to reduce the level of ex ante 
uncertainty, a negative relationship should exist 
between the level of the audit firm’s quality 
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and the size of the discount. This assertion is tested 
by the following null hypothesis: 


Ha. The appointment of a high quality audit 
firm as either auditor to the issuing firm or 
reporting accountant to the IPO will not be 
associated with reduced levels of discounting. 


The rejection of the hypothesis would be consist- 
ent with the conclusion that higher quality audit 
firms reduce the level of required discount by 


lowering the ex ante uncertainty associated with an. 


IPO. No distinction has been made between the 
audit function and the role of the reporting ac- 
countant. Given the difference in the period of 
effective engagement it is possible that the sig- 
nalling effect from using a particular audit firm 
would be dependent on whether they were the 
auditors, reporting accountant or both. However, 
as the majority of IPOs in the sample period used 
the same audit firm as both auditor and reporting 
accountant it is not possible to test this. In any case 
including separate variables for auditor and re- 
porting accountant would be likely to lead to 
unacceptable high levels of multicollinearity in the 
data set. 

A similar assertion can be made as to the 
relationship between the quality of sponsor and 
discount levels. This is tested by the following null 
hypothesis: 


Hy. The appointment of a high quality spon- 
sor to the IPO will not be associated with 
reduced levels of discounting. 


The rejection of the hypothesis would be consistent 
with the conclusion that the involvement of a high 
quality sponsor reduces the ex ante uncertainty 
associated with an IPO. 


Research method 


Sample and Data 

The study covers IPOs made under the placing 
method during the period 1 January 1986 to 31 
December 1989. The sample has been identified 
using the KPMG Peat Marwick McLintock De- 
cember 1989 USM Survey. Excluding those by 
companies resident outside the UK, 230 IPOs were 
‘placed’ in the period under review. Non-UK IPOs 
are excluded from the study on the basis that their 
residential status may affect the level of discount. 

The unadjusted placing price and trading prices 
for 14 days subsequent to the flotation are ob- 
tained from ‘Datastream’. The placing prices were 
checked to the individual company prospectuses. 
These were also used to confirm the flotation date, 
the identity of the auditor, reporting accountant, 
sponsor, the number of shares placed, and the 
holdings of the directors both before and after the 
flotation. The returns on the FT-All Share Index, 
Three Month Treasury Stock and the Datastream 
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USM Index were obtained from ‘Datastream’. The 
sector betas were obtained from the London 
Business School ‘Risk Management Service’. 

A multivariate regression approach is adopted. 
A measure of discount is regressed against proxies 
of audit firm and sponsors’ quality. To control for 
other events or factors that may be associated with 
the level of discount, variables measuring the eq- 
uity retained by the directors ‘DIR’, publication of 
a profit forecast ‘PF’ ex ante uncertainty ‘UN- 
CERT’, and market volatility ‘VOL’ are used. The 
variables are summarised in Table 1. 


Dependent Variable 

A variety of methods have been used in previous 
studies in defining the level of discount. Buckland 
et al. (1981) compared the issue price with the 
mean closing prices of the first five days of trading; 
Beatty and Ritter (1986) measured the change after 
one day of trading; Tinic (1988) defined the dis- 
count as the change in share price after one week 
of trading, whilst Balvers et al. (1988) compared 
the issue price with the first bid price. To determine 
the sensitivity of the results to the period over 
which the discount is calculated, closing prices for 
a period of 14 days subsequent to the flotation 
were collected for each IPO. 

The discount is calculated as the change between 
the adjusted placing price Paap and the closing price 
at t days subsequent to the flotation P: 


Discount = P,/P eaj) 


To control for market wide events occurring in the 
period between the determination of the placing 
price and the subsequent flotation, typically two 
days later, the placing price is adjusted for changes 
in the USM index over this period. The adjustment 
is made as follows: 


Paa = Pxuaaa (USMo/USM, 2) 


where USM, and USM,_, are the value of the 
USM Index at time t — 2 and t0, where t0 is the 
date of the flotation, and P,(unadj) is the placing 
price. The results reported in this paper are based 
on the discounts calculated using the price at the 
end of days 1, 2 and 14. 


Explanatory Variables 
SPONSOR 

A number of sponsors are divisions or sub- 
sidiaries of larger organisations and therefore the 
size of their share issuing activities cannot be 
isolated. Instead, sponsors were classified using 
‘The Annual Broker Survey’ (Consensus Research 
International, 1986, 1987, 1988 and 1989). The 
surveys include inter alia an annual ranking of the 
‘Top Merchant and Investment Banks’. 

Sponsor quality was measured using a dummy 
variable ‘SPON’, which was given a value of 1 if 
the particular sponsor was included in the 


+ 
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Tabie 1 
Summary of Variables 


‘DISCOUNT I’: is the discount based on day 1 closing prices 

‘DISCOUNT 2’: is the discount based on day 2 closing prices 

‘DISCOUNT 14’: is the discount based on day 14 closing prices 

‘SPON’: is coded 1 if the sponsor is high quality, otherwise coded 0 

‘AUDI’: is coded ! if the audit firm is included in the ‘Big 9’, otherwise coded 0 
‘AUD2’: is coded 1 if the audit firm is a medium sized firm, otherwise coded 0 


‘AUD3’: is coded 1 if the audit firm is included in the fee league tables and is not a Big 
9 or medium sized firm, otherwise coded 0 


‘AUD4’: is coded 1 if the audit firm is not included in the fee league tables, otherwise 
coded 0 


‘DIR’: is the proportion of company’s equity retained by directors immediately after the 
placing 

‘PF’: is coded 1 if the prospectus contains a quantitative profit forecast and 0 in the absence 
of such a forecast 

‘UNCERT 1’: is the Beta for the same ISE industrial classification as the [PO 
‘UNCERT 2’: is the variable ‘UNCERT 1’ adjusted for changes in the market premium 


‘UNCERT 3”: is the coefficient of variation in the IPO's share price, calculated in a separate 
period from that in which the discount is measured 


‘UNCERT £: is the variable ‘UNCERT 3’ adjusted for changes in the market premium 


‘VALUE’: is calculated by multiplying the number of shares in issue prior to the flotation 
by the placing price 

‘NEW MONEY’: measures the proceeds raised by the placing of shares issued by the 
company 

‘VOL’: is the coefficient of variation in the FT All Share Index in the month prior to the 


n/a 


—ve 


or +ve 


—ve ` 


or +ve 


flotation 


appropriate year’s ranking; otherwise the dummy 
variable was given a value of 0. This basis avoids 
the problem arising from using, for example, the 
number of appointments as a basis for proxying 
quality.” It is reasonable to expect that the selection 
of a sponsor involves considering the trade-off 
between the potential signalling effect and the level 
of fees charged. Consequently the most frequently 
used sponsor may not be the most prestigious. See 
Table 2 for a summary of the sponsors’ classifi- 
cations. The use of an annual ranking ensures that 
any changes in reputation during the four year 
sample period are captured. 
AUDIT FIRM 

Each audit firm was classified into one of four 
size related categories, ‘AUD1’, ‘AUD2’, ‘AUD3’ 
and ‘AUD4’, on the basis of the annual ‘fee league 


*Two alternative proxies, based on the number of IPOs 
sponsored on the USM and the Full List were used. The uses 
of these alternative measures give similar results to those using 
the reported proxy, and therefore are not reported. 


tables’ published in Accountancy. Again the use of 
annual ranking ensures that any changes in relative 
size over the four year sample period are captured. 
‘AUDI’ comprised the largest nine firms, the 
equivalent of the ‘Big 8’ in the US, ‘AUD2’ the 
‘medium size’ firms, ‘AUD3’ the other firms in- 
cluded in the fee league tables, and ‘AUD4’ other 
firms not included in the fee league tables. Table 3 
summarises the classifications. The cut-off point 
between ‘AUD2’ and ‘AUD3’ was drawn where 
there was a clear break in the series. The results are 
not sensitive to minor changes in this point. 


Control Variables 
DIRECTORS’ RETAINED EQUITY (DIR) 
‘DIR’ is the proportion of company’s equity 
retained by directors immediately after the placing. 
An alternative measure of insider confidence not 
previously reported in the literature was also used: 
‘CHANGE’ is coded 1 if the holdings of the board 
of directors as a group increase after the flotation, 
O if there is no change, and —1 if there is a 
reduction. The results incorporating the variable 
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Table 2 
Classification of Sponsors Based on Market Reputation in the Years: 


1986 1987 1988 1989 


Morgan Grenfell l 
S. G. Warburg 

Kleinwort Benson 

County Natwest 

Hill Samuel 

N. M. Rothschild 

J. H. Schroder Wagg 
Lazard Brothers 

Barclays de Zoete Wedd 
Samue] Montagu 
Goldman Sachs 

Robert Fleming 

Hambros Bank 

Baring Brothers 

Morgan Guaranty 

Credit Suisse First Boston 
Morgan Stanley 

UBS Phillips and Drew 
Charterhouse Bank 

Other sponsors 


I 
1 
1 
1 
i 
1 
1 
1 
I 
l 
1 
1 
1 
1 
l 


l 
1 
l 
l 
I 
l 
l 
1 
l 
l 
l 
l 
1 
I 


— — 


Firms coded 1 above are given a value of 1 (high quality sponsor) for 
the relevant year, all other firms are given a value of 0. 
Rankings based on The Annual Broker Survey, 1986 to 1989. 


Table 3 
Classification of Audit Firms by Fee Income in the Years: 


1986 1987 1988 1989 


23 
7 


Armitage & Norton 

Arthur Young 

Arthur Andersen 

BDO/Binder Hamlyn 

Clark Whitehill 

Coopers & Lybrand 

Dearden Farrow 

Deloitte Haskins & Sells 

Ernst & Whinney 
Grant/Thornton Baker 

Hodgson Harris/Impey 

Kidsons 

Thomson McLintock 

Moore Stephens 

Moores & Rowland 

Neville Russell 

Pannell Kerr Forster 

KPMG Peat Marwick McLintock 
Price Waterhouse 

Robson Rhodes 

Spicer & Pegler 

Stoy Hayward 16 
Touche Ross 6 


Firms ranked 1 to 9 are classified as ‘AUD?’ (big 9 firms), those from 
10 to 14 as ‘AUD2’ (medium sized firms) while *AUD37' consists of the 
firms ranked between 15 and 22. Any other firm is classified as ‘AUD4’. 
Source: Accountancy, July 1987-1990. 
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CHANGE” are not reported separately because 
the coefficient was insignificant in each case. 
PROFIT FORECAST (PF) 

‘PF’ is coded 1 if the prospectus contains a 
quantitative profit forecast, and 0 in the absence of 
such a forecast. 

EX ANTE UNCERTAINTY 

In order to assess the robustness of the results in 
the absence of a consensus on how to proxy ex ante 
uncertainty, five alternative measures have been 
used. The five proxies are based on the existing 
literature. 

Firstly, an approach similar to that adopted by 
Balvers et al. (1988) is used where ex ante uncer- 
tainty is proxied by using the Beta for the same ISE 
industrial classification as the IPO (variable ‘UN- 
CERT 1’). The limitation in using a beta measure 
is that a firm specific measure cannot be calculated 
because of the absence of previous market prices. 
Instead reliance is placed on a more general indus- 
try mean beta. 

As the return on the market (Ra) and the risk 
free rates (R;) vary, so may the impact of a given 
level of ex ante uncertainty on the required level of 
discount. The second proxy, ‘UNCERT 2’, 1s 
essentially the variable ‘UNCERT 1’ weighted by 
the prevailing risk premium: 


UNCERT 2 = R,;+ UNCERT 1(R,, — R,) 


where R; is proxied by the return on treasury bills 
over the three month period prior to the flotation, 
‘UNCERT I is as above and R,, is proxied by the 
return on the FT All Share Index in the same three 
month period. 

The third measure is based on Ritter (1986) in 
using ex post share prices to proxy ex ante uncer- 
tainty. The variable ‘UNCERT 3’ is the coefficient 
of variation in the IPO’s share price, calculated in 
a separate period from that in which the discount 
is measured, e.g. where the discount is based on 
day 1 closing prices the coefficient of variation is 
calculated over the period t + 3 tot + 14 and so on. 
The variable is therefore firm specific. The co- 
efficient attempts to capture ex ante uncertainty 
over the clearing prices as distinct from the uncer- 
tainty to a diversified investor in holding the share 
as proxied by the variable ‘UNCERT 1’. 

The variable ‘UNCERT £ is a weighted version 
of ‘UNCERT 3’ using the adjustment made in 
arriving at the variable ‘UNCERT 2’. The 
co-efficient of variation in the IPO’s share 
price (UNCERT 3’) is used in place of Beta 
(UNCERT 1’). 

The final approach based on Keasey and Short 
(1992) uses the variables ‘NEW MONEY’ and 
‘VALUE’. The variable ‘NEW MONEY’ measures 
the proceeds raised by the placing of shares issued 
by the company. The variable ‘VALUE’ is calcu- 
lated by multiplying the number of shares in issue 
prior to the flotation by the placing price. 


MARKET VOLATILITY eae 

‘VOL’ is measured by the coefficient of variation 
in the FT All Share Index in the month prior to the 
flotation: 


VOL =o/x 


where o is the standard deviation. of the daily 
closing value of the FT All Share Index over the’ 
month and X is the mean daily value of the FT All 
Share Index in the same month. 


Regression Model 
The hypotheses are tested using the following 
model: 


Discount = a, + B,AUDI + B,AUD2 + B,SPON 
+B,DIR + BPF + B.VOL 
+ B,UNCERT1,2,3,4, _ 
or VALUE + (B,NEW) +e 


In the results reported in the paper the variable 
‘AUD?’ has been omitted from the model. Conse- 
quently the intercept term reflects inter alia’ the 
effect of using an audit firm from either the 
‘AUD?’ or ‘AUD categories, and the coefficients 
for the variables ‘AUDI’ and ‘AUD2’ reflect the 
change from using an audit firm from either the 
‘AUDI’ or ‘AUD2’ categories (Kennedy, 1985). 
This approach leads to a more rigorous testing of 
the hypotheses in that the big nine firms (AUDI 
category) and medium size firms (AUD? cat- 
egory) are tested against ‘other’ firms ((AUD3’ and 
‘AUD4 categories combined) and not solely 
against firms outside the top 20 fee vie eC AUD# 
category). 


taal 
r 4 ` 


Ordinary Least Squares (OLS) — ...:"}* 

A number of diagnostic tests are performed on 
the various models to determine the’ appropriate- 
ness of using OLS. The distributions of the re- 
siduals are checked using the test devised by 
D’Agostino (1971) for large samples. The distri- 
butions are significantly non-normal: where a log 
transformation of the dependent variable is used, 
the extent of the non-normality is only slightly 
reduced. 

Normality is achieved by excluding eight obser- 
vations. The excluded observations -are identified 
by deleting from the sample the observation corre- 
sponding to the largest residual in absolute terms 
and then re-estimating the model. If the remaining 
residuals are non-normally distributed then the 
process is repeated until normality is achieved. The 
significance of any heteroscedasticity was tested for 
using the Breusch and Pagan test da) Where 


When the intercept reflects only ‘AUD4’ category firms, the 


variables ‘AUDI’ and ‘AUD2’ are negative, and statistically 
significant in virtually every model. f 
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Figure 1 
Share price relative to placing price 


significant heteroscedasticity was detected the 
reported results are after using White's (1980) 
correction. 

Evidence of multicollinearity was sought using 
both bivariate and multivariate methods. (See 
appendix A for the correlation matrix and appen- 
dix B for the results of auxiliary regressions.) Using 
Fisher's Z statistic (Freund and Walpole, 1987) all 
of the correlation coefficients between the pairs of 
independent variables included in each of the 
models are significantly less than 0.8 at the 1.0% 
significance level.’ To test for multivariate combi- 
nations of variables that would not be detected 
using the above bivariate approach, the method 
suggested by Berry and Feldman (1985) is em- 
ployed. Each independent variable is regressed (the 
auxiliary regression) against the remaining inde- 
pendent variables. All of the auxiliary regressions’ 
R’s are also significantly less than 0.8. A significant 
level of multicollinearity does not appear to be 
present. 


Results 


Level of Discount 
After the first, second and fourteenth days’ 
trading, the mean increases for the whole sample 


*The definition of the ‘critical’ level of significance varies from 
0.8 (Berry) to 0.8 to 0.9 (Kennedy). 
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over the placing price are 12.78%, 13.83% and 
14.52% respectively. Eighty-eight per cent of the 
mean increase in the period Day; occurs on 
Day,. The mean percentage changes after the first 
day of trading for each of the four years, in order 
of decreasing magnitude, are: 23.33% (1987), 
10.38% (1989), 9.82% (1988) and 9.01% (1986) 
(see Figure 1). These results are consistent with 
the Bank of England Quarterly Bulletin (1990) 
which noted the ‘exceptional’ level of discounting 
in 1987. 

A univariate analysis of the level of discount by 
auditor, sponsor and value of the profit forecast 
variable ‘PF’ is given in Table 4. Whilst significant 
differences in the mean level of discount occur 
between classes of auditors, such differences do not 
occur between sponsors or companies with and 
without profit forecasts. The multivariate results 
are consistent with this analysis. 


Multivariate Analysis 

This paper reports results based on three 
measures of discount each calculated over a 
different period, i.e. 1 day, 2 days, and 14 days. 
The results are included in Tables 6, 7, and 8 
respectively. Tables 6 and 7 report five regression 
models, each based on an alternative uncertainty 
measure, whilst Table 8 contains three models 
(two uncertainty measures, ‘UNCERT 2’ and 
‘UNCERT 4 are inappropriate as they are 
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Table 4 
Placing Statistics and Mean Levels of Discomt by Year 


Year 


Day 1 


9.01% 
11.44% 


23.33% 
9.82% 


9.82% 
8.24% 


10.38% 
7.78% 


12.78% 


12.90% ` 


Day 2 


9.53% 
11.58% 


25.38% 
10.96% 


10.96% 
9.83% 


10.90% 
7.52% 


13.83% 
13.84% 


Day 14 


11.97% 
15.14% 


25.99% 
10.97% 


10.97% 
14.35% 


9.89% 
8.94% 


14.52% 
16.89% 


calculated by reference to the same period over 
which the discount is calculated). 


Hypothesis 1 

When the discount is based on day 1 closing 
prices the null hypothesis is rejected in four of the 
five models; the exception occurs where the vari- 
able ‘UNCERT l’ is used (see Table 6). The 
coefficients for ‘AUDI’ (big 9 firms) and ‘AUD2’ 
(medium size firms) are negative in every case and 
significantly less than zero in six out of ten cases. 
These results are consistent with the univariate 
analysis of discount by auditor category (see 
Table 5). 

As the period over which the discount is calcu- 
lated is increased, the association between auditor 
quality and discount level weakens; for example, 
where the discount is measured using day 2 closing 
prices (see Table 7) the ‘AUDI’ and ‘AUD2’ 
coefficients are negative in all ten cases but signifi- 
cant in only four. A similar result occurs when day 
14 (see Table 8) closing prices are used. The 
weakening of the association can be anticipated. 

The informational effect of the disclosure of the 
identity of the audit firm involved appears to be 
incorporated in the share price by the end of the 
first day’s trading. This can be tested by re-estimat- 
ing the model using discounts calculated by refer- 
ence to day 1 closing prices instead of the placing 
prices, 1.e. the day 1 price change is ignored. Using 
this alternative measure of discount the null hy- 
pothesis cannot be rejected in any of the five cases 
for either of the two categories of audit firm 
CAUD?’ and ‘AUD2’). There is no significant 
association between cumulative price changes, ex- 
cluding day 1 changes and the status of the audit 
firm 


Unlike those of previous UK studies, these 
results provide some evidence of an association 
between audit firm quality and the level of dis- 
count. These previous studies have categorised 





audit firms on the basis of big eleven/non big 
eleven or similar binary divide. Whilst this ap- 
proach may be appropriate in the US, a finer ` 
categorisation is necessary in examining the UK 
market. The failure to recognise the presence in the 
UK of an identifiable second tier of auditing firms 
may account for the failure of earlier studies to 
detect a significant association between audit firm 
quality and discount level.* 


Hypothesis 2 

The null hypothesis cannot be rejected in any of 
the five models; see Tables 6, 7, and 8. Although 
the coefficient for ‘SPON’ is negative in twelve of 
the thirteen models it is not significant in any of 
these models. This absence of an association be- 
tween sponsor quality and the level of discount is 
consistent with the univariate results reported ear- 
lier and previous UK studies, e.g. Keasey and 
McGuinness (1991) and Keasey and Short (1992a), 
though in contrast to US studies. 

There does not appear to be an association 
between the categories of audit firm and sponsor, 
which could lead to any sponsor effect being 
captured, in part at least, by an auditor variable.’ 
It is possible that the signalling effects associated 
with a sponsoring firm are more subtle to interpret 
than those of an audit firm. During the period 1 
January 1980 to 31 March 1991, the ‘Big Nine’ 
audit firms acted for 68% of the 750 unseasoned 
issues whilst the nine most frequently used spon- 
sors acted for only 38% of the issues (KPMG Peat 
Marwick McLintock’s New Issue Statistics). This 
absence within the sponsors of a ‘dominant group’ 
suggests that the choice of sponsor may be more 


"This is supported by using a binary variable, big 8/non big 8, 
in place of the four auditor variables (AUD1, AUD2, AUD3 
and AUD4). In both models the binary variable is not signifi- 
cant at the 5% level. 

%Assessed using the chi squared test: y? = 5.8083, .v = 2. Not 
significant at the 5% level. 


Table 5 
Univariate 
(SPON) and (3) Profit Forecast (P 
Day 1 
(1) 
AUDI mean 11.59% 
t-statistic diff (2.118)** 
between AUDI 
and AUD3/4 
' sd. 11.81% 
- AUD2 mean 12.28% 
t-statistic diff (1.659)* 
between AUDI 
. and AUD3/4 . 
s.d. 10.43% 
' AUD3 mean 12.92% 
s.d. 16.56% 
AUD4 mean 24.68% 
s.d. 14.90% 
AUD3 & 4 mean 17.62% 
s.d. 16.93% 
Total mean 12.78% 
s.d. 12.90% 
(2) 
SPON 1 mean 12.03% 
s.d. 10.18% 
SPON 0 mean 12.65% 
s.d, 13.14% 
t-statistic (—0.324) 
(3) 
PF 1 mean 13.09% 
s.d. 13.69% 
PF 0 mean 12.53% 
s.d. 13.69% 
t-statistic (0.318) 


* = Significant at 5.0% level. 
** — Significant at 2.5% level. 
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a enti ss. (1) Auditor (AUD), (2) Sponsor 


Number of 
Day 2 Day 14 Placings 
12.75% 13.99% 148 
(1.943)* (1.244) 
12.76% 16.42% 
12.94% 12.68% 34 
(1.650)* (1.337) 
11.42% 15.79% 
14.46% 13.09% 24 
19.07% 18.22% 
24.88% 25.54% 16 
13.95% 17.53% 
18.63% 18.08% 
17.95% 18.95% 
13.83% 14.52% 222 
13.84% 16.89% 
12.10% 13.47% 38 
9.09% 13.53% 

13.92% 14.42% 184 
14.28% 17.23% 

(~—1.005) (—0.374) 
13.98% 13.66% 99 
15.09% 15.78% 
13.72% 15.23% 123 
15.09% 15.78% 
(0.136) (—0.697) 


á = Significant at 1.0% level or better. 


complex than the choice of audit firm. For example 
sponsors may specialise by industry type in the 
IPOs they sponsor. Consequently in deriving prox- 
ies for sponsor quality in any future studies, con- 
sideration should be given to both the identity of 
the sponsor and the industry classification in which 
the IPO company operates in. 


Control Variables 

Although not statistically significant in any of 
the models, the variable ‘PF’ has a negative sign, 
as hypothesised, in all but two cases. Similarly, the 
variable ‘DIR’ is insignificant in each case, though 
there is less certainty over its true sign as on nine 
occasions out of thirteen it is negative. This is 


consistent with the hypothesised conflict in the 
relationship between the level of discount and the 
level of equity held by the directors or other 
insiders to an IPO company. 

The control variables for ex ante uncertainty 
generally have the correct sign, i.e. they are posi- 
tively related to the level of discount, and are 
statistically significant. The exception occurs with 
‘UNCERT I’ which is negatively associated, at the 
1% significance level (the variable is similarly 
related on a univariate basis; see Appendix B). This 
result is contrary to both ex ante hypothesis and 
previous studies, e.g. Balvers et al. (1988). 

A possible explanation for this result is a vari- 
ation by industry type in the IPOs in 1987 com- 
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Table 6 


OLS Regression Statistics Discount: Based on Day 1 Closing Prices 


VARIABLE UNCERT 1 
AUDI — 0.0153 — 0.0241 
(— 1.5722) (—2.9695)*** 
AUD2 — 0.0149 — 0.0215 
(— 1.3552) (—2.0826)*** 
SPON —0,0012 —~ 0.0032 
(—0.1681) — (—0.4091) 
DIR 0.0072 , — 0.0001 
(0.6562) — (—0.0042) 
PF —G.0014 0.0011 
(—0.2301) (0.1902) 
VOL 0.0013 0.0016 
(2.5470)*** (3.3887)*** 
UNCERT 1 —0.1348 ` 
(—2.6443)*** 
UNCERT 2 0.2189 
(4.0800)*** 
UNCERT 3 
UNCERT 4 
VALUE 
NEW MONEY 
CONSTANT 0.1612 0.0439 
(3.2313)*** (3.3353)*** 
(t-ratios in 
parentheses) 
R2 (ADJ) 0.0754 0.1106 
F Ratio 3.573*** 4.927*** 
(7,214) (7,214) 
n= 222 222 
BP 22.865 (7) 9.012 (7) 


* = Significant at 5.0% level. 
** Ü Significant at 2.5% level. 
*** Significant at 1.0% level or better. 


pared to the remainder of the sample period 
(the mean level of discount for 1987 is 
significantly higher than that of the three 
remaining years of the sample period). The mean 
value of ‘UNCERT 1’ for IPOs made tn 1987 
(0.877) is significantly lower, at the 1% significance 
level, than the mean values for 1986, 1988 and 1989 
(0.901, 0.929 and 0.925 respectively). As the 
variable ‘UNCERT 1’ is based on industry betas, 
a significant change by industry type in the IPOs 
occurring in 1987 and the high mean level of 
discount for 1987 could account for the negative 


UNCERT 2 UNCERT 3 UNCERT 4 UNCERT 5 


—0.0169 — 0.0249 —0.0170 
(—1.7781)* (—3.0441)*** (—1.7505)* 
—0.0179 —0.0193 —0.0161 
(—1.5933)  (—1.8564)*  (—- 1.4574) 
— 0.0022 —0.0007  —0.0022 | 
(—0.3002)  (—0.0925) — (—0.3044) 
0.0080 —0.0011 —0.0058 
(0.7287)  (—0.0851)  (—0.4664) 
—0.0016 0.0016 —0.0010 
(—0.2725) (0.2777) `  (—0.1677) 
0.0013 0.0018 0.0014 
(2.5737)***  (3.6720)***  (2.7553)*** 
0.3302 
(1.6839)* 
0.2627 
(5.0965)*** 
—0.0001 
(— 1.0031) 
—0.0026 
(—2.2132)*** 
0.0322 0.0431 0.0536 
(2.3940)*** (3.2398)***  (3.3136)*** 
0.0636 0.1445 0.0596 
3.145*** 6.331*** 2.750*** 
(7,214) (7,214) (8,213) 
222 222 222 
38.909(7) 8.973 (7) 15.646 (8) 


relationship between ‘UNCERT P and level of 
discount. 

Given these possible changes in industry type, 
the October 1987 Stock Market ‘crash’ and the 
subsequent reductions in both the number and size 
of IPOs (KPMG Peat Marwick McLintock’s New 
Issue Statistics 1990), it is of interest to examine the 
stability of the results across the four year sample 
period. 

When the sample is divided into two sub-periods 
(1986-87 and 1988-90) and the models re-esti- 
mated similar results occur for the period 1986-87 
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Table 7 
OLS Regression Statistics Discount: Based on Day 2 Closing Prices 
VARIABLE UNCERT | UNCERT 2 UNCERT 3 UNCERT 4 UNCERT 5 
AUDI —0.0129 — 0.0205 — 0.0146 —0.0205 —0.0145 
(— 1.2495) (—2.3408)*** (— 1.5104) (—2.3418)*** (— 1.4121) 
AUD2 — 0.0146 — 0.0201 — 0.0189 — 0.0201 — 0.0153 
(— 1.2293) (1.8008)*  (— 1.6302) (— 1.8022)* (1.3291) 
SPON — 0.0054 — 0.0076 — 0.0053 — 0.0073 — 0.0063 
(—0.7644) (—0.8932) (—0.7082) (—- 0.8622) (—0.8351) 
DIR 0.0145 0.0086 —0.0154 0.0085 0.0027 
(1.2312) (0.6373) (1.3128) (0.6239) (0.1966) 
PF — 0.0030 — 0.0009 ` —0.0033 —0.0011 —0.0028 
(—0.4779) (—0.1570) (—0.5285) (—0.1669) (—0.4451) 
VOL 0.0015 0.0017 0.0014 0.0017 0.0015 
(2.5362)***  (3.3128)*** = (2.4836)"**  (3.2906)***  (2.7221)*** 
UNCERT 1 — 0.1348 | 
(—2.4306)*** 
UNCERT 2 0.1783 
(3.0763)*** 
UNCERT 3 0.5712 
(2.6977)*** 
UNCERT 4 0.1699 
(3.0766)*** 
VALUE — 0.0002 
(— 1.3452) 
NEW MONEY —0.0019 
(— 1.7090)* 
CONSTANT 0.1591 0.0408 0.0266 0.0412 0.0495 
(2.9782)***  (2.8720)*** “ (1.9049)* (2.8993)*** — (3.0003)*** 
(t-ratios in 
parentheses) 
R2 (ADJ) 0.0726 0.0832 0.0997 0.0832 0.0536 
F Ratio 3.4720" 3.866*** 4.495*** 3.866*** 2.564* 
(7,214) (7,214) (7,214) (7,214) (8,213) 
n= 222 222 222 272 222 
BP 26.174 (7) 12.234 (7) 38.868 (7) 12.048 (7) 17.778 (8) 


* = Significant at 5.0% level. 
** = Significant at 2.5% level. 
*** — Significant at 1.0% level or better. 


as for the whole period 1986-89. However, for the 
period 1988-90, the coefficients for ‘AUDI’ and 
‘AUD? and the overall regressions, though nega- 
tive in every case, are not statistically significant. 
There appears to have been a significant change in 
the IPO market between the two sub-periods. This 
is consistent with univariate analyses of the two 
sub-periods: whilst there are significant differences 
in the mean level of discount between ‘AUDI’ and 
‘AUD3/# in the period 86-87 (though not between 
‘AUD? and ‘AUD3/4’), no significant differences 
are observed in the subsequent period. During the 


earlier period the higher level of activity in IPOs on 
both the ‘Full List’ and the USM (400 IPOs in 
1986-87 compared to 332 in 1988-89) may have 
led the larger audit firms to become more selective 
in accepting IPO appointments on the USM. The 
signalling effect from employing a ‘Big Nine’ audit 
firm would therefore be greater the higher the level 
of IPO activity. Any signalling effect associated 
with the choice of sponsor would be weaker given 
the absence, as previously noted, of a distinct 
group of sponsors. responsible for a larger pro- 
portion of the IPOs. 


al 


WINTER 1993 


Table 8 
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OLS Regression Statistics: Discount Based on Day 14 Closing 


Prices 
VARIABLE 
AUDI 


UNCERT 1 


— 0.0069 
(—0.6419) 


—0.0119 
(—0.8569) 


0.0008 
(0.0714) 


0.0215: 
(1.2759) 


PF ' — 0.0074 
(—0.9293) 


0.0012 
(1.8244)* 


—0.1866 
(2.9095)*** 


AUD2 


SPON - 


DIR 


VOL 

UNCERT 1 
UNCERT 2 
VALUE 

NEW MONEY 


CONSTANT 0.2051 


(3.3632)*** 


(t-ratios in 
parentheses) 
R2 (ADJ) 
F Ratio 


0.0447 
2.477* 


(7,214) 
n= 222 
BP 11.930 (7) 


* = Significant at 5.0% level. 
** = Significant at 2.5% level. 


UNCERT 2 UNCERT 5 


0.0195 —0.0103 
(—1.8499)*  (—0.9689) 
—0.0241 —0.0173 
(—1.7981)* (—1:2610) 
—0.0040 —0.0026 
(—0.3961) (—0.2395) 


0.0112 0.0079 
(0.6869) (0.4313) 


—0.0042 ~0.0073 
(—0.5491)  (—0.9292) 


0.0015 0.0012 
(2.3521)*** (1.9386)* 


0.2794 
(4.0104)*** 


—0.0002 
(— 1.2267) 


—0.0016 
(—0.8743) 


0.0515 
(2.6277)*** 


0.0450 
(2.6338)*** 


0.0779 
3.667*** 


(7,214) 
222 
5.215 (7) 


0.0164 
1.459 
(8,213) 
222 


6.733 (8) 


*** — Significant at 1.0% level or better. 


Conclusions 


Contrary to earlier studies of UK IPOs, these 
results suggest that there is an association between 
the level of discount on IPOs and the status of 
the associated auditing firm. Higher quality 
audit firms are associated with lower levels 
of discount. Further analyses suggest that the 
implied signalling effect is only detectable under 
certain market conditions, for example during 
periods of high IPO activity. When the sample 
period is sub-divided into sub-periods 1986-87 
and 1988-89, the significant association is only 
detected in the first period. Future studies may 
like to consider the effectiveness of various 
signalling mechanisms both under various 





market conditions and for example on the ‘Full 
List’. 

Consistent with earlier UK studies, this paper 
does not find a significant relationship between the 
level of discount and the status of the sponsor. This 
absence cannot be explained by an association 
between the status of the sponsor and the status of 
the audit firm. Future studies may consider 
whether proxies for sponsor quality should con- 
sider both the identity of the sponsor and the 
industry in which the IPO company operates, that 
is whether there is any specialisation within the 
sponsor market. More generally, research could 
consider the process of how potential IPO compa- 
nies select advisers to the flotation and the factors 
influencing these decisions. 
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Appendix B 


Auxiliary Regressions 


AUDI 
AUD2 
SPON 
PF 
VOL 


DIR 


R? 


0.4285 
0.0404 
0.0645 
0.0214 
0.0522 
0.0217 
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UNCERT 1 0.0312 

UNCERT 2 

UNCERT 3 | 

UNCERT 4 | | 0.0678 

VALUE 0.1582 
NEW MONEY 0.1534 


All of the above R? are significantly less than 0.8 at the 1% level or better. 
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The True and Fair View Requirement: 
Impact on and of the Fourth Directive 


Christopher Nobes* 


Abstract-—The overriding British legal requirement for financial reporting of giving ‘a true and fair view’ (TFV) has 
been exported to continental Europe via the European Community’s (EC) Fourth Directive on Company Law. This 
paper considers accounting rules in continental Europe before this process, and traces the gradual acceptance of the 
predominance of TFV in the drafting of the Directive after UK accession to the EC. The signifiers used in different 
European languages in the various drafts of the Directive are examined. It is noted that all (eight) other versions 
contain only one adjective (generally equivalent to ‘faithful’) rather than true and fair. The origins of the Dutch 
getrouw, the French fidèle, etc. are looked into. As the Directive evolved, and particularly as it was implemented 
in the twelve EC states, greater linguistic variety emerged, such that five countries changed the wording from the 
Original Directive and two others qualified the wording. Whether this affects what TFV signifies is investigated. 
_ Countries can also be divided into several groups with respect to the effects of having the TFV in law. The extremes 


' appear to be the UK and Germany. 


This paper traces the development of the true 
and fair view (TFV) requirement in the Fourth 
Directive, and then the relevant effects of this 
element of the Directive on the laws and practices 
in EC member states. 

- In the context of the UK, Walton (1991) 
suggests that we should follow Saussure (1919) and 
distinguish between the signifier and the signified 
when examining the TFV. The signifiers are the 
words ‘give a true and fair view’, whereas the 
signified is the underlying idea. What is signified 
by a particular signifier can change. For example, 
in order to give a TFV it might, over time, become 
necessary (i) to disclose transfers from reserves, 
or (ii) to present consolidated accounts of a hold- 
ing company, or (iii) to capitalise certain leases, or 
(iv) to include current value information. 


*The author is Coopers & Lybrand Professor of Accounting, 
University of Reading. He is grateful for advice on earlier drafts 
from David Alexander (University of Hull), John Bowen-Walsh 
(institute of Chartered Accountants in Ireland), Walther Busse 
von Colbe (Ruhr Universitit-Bochum), Octavio Gastambide 
Fernandes (Camara dos Revisores Oficias de Contas, Lisbon), 
Maria Leonor Fernandes Ferreira (Technical University of 
Lisbon), Steve Goldberg (Purdue University), John Hegarty 
and Saskia Slomp (FEE, Brussels), Karel Van Hulle (EC 
Commission), Horst Kaminski (Institut der Wirtschaftsprifer, 
Düsseldorf}, P. Lepidas (SOL, Athens), Dieter Ordelheide 
(Goethe Universitat, Frankfurt), Bob Parker (University of 
Exeter), Alan Roberts (University of Reading), Fulvia Rocchi 
(Università degli Studi di Venezia), Brian Rutherford (University 
of Kent), Jean-Claude Scheid (INTEC, Paris), Antonio Socias 
Salva (Universitat de les [les Balears), George Tridimas 
(University of Reading), Peter van der Zanden (Ernst & Young, 
Eindhoven), Peter Walton (LSE), Geoff Whittington (Uni- 
versity of Cambridge), Stefano Zambon (Universita degli Studi 
di Padova), Steve Zeff (Rice University), and two anonymous 
referees. 
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It is suggested here that, when studying the TFV, 


. a third dimension is necessary: the effects. There 


are particularly two types of effect: (i) any adjust- 
ments (designed to promote a TFV) to detailed 
accounting rules at the stage of national imple- 
mentation of the EC Directives (called here “direct 
effects’), and (ii) any continuing effects of the exist- 
ence of the legal requirement for TFV on directors, 
auditors and rule-makers (called here ‘indirect 
effects’). 

This paper examines the signifier in English; 
in all the other language versions of the EC Fourth 
Directive; and in the legal implementations In the 
twelve EC member states. Then there are prelimin- 
ary observations concerning the signified and the 
effects throughout the EC. 


Source of True and Fair 


It will be suggested below that the origins of 
the concept of the predominance of the ‘true and 
fair view’ (TFV) are British, although the signifiers 
used in other European languages are, in general, 
not literal translations of this. The TFV wording 
(see Table 1) appeared first in British law in the 
Companies Act 1947 and was then consolidated 
into the 1948 Act (Parker, 1989, pp. 20-1). The 
previous British legal requirement (e.g. Companies 
Act 1900, S. 23) was that ‘a true and correct view’ 
should be given but this was changed after advice 
from the accountancy profession that ‘correct’ was 
too precise a word to reflect the practice of account- 
ing and auditing (Walker, 1984; Rutherford, 1985). 
Other combinations of ‘full’, ‘fair’, ‘true’ and 
‘correct’ had been used in nineteenth century laws. 
The change of signifier in 1947 may have had no 
effect on what was signified. 
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Table 1 
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General Purpose Requirements in UK law, German law and the Fourth Directive 


1948 Companies Act (S. 149) 1. 
3. 


1965 Aktiengesetz (§ 149) 1. 


1971 Draft (Art. 2) 1. 


1974 Draft (Art. 2) l: 
2. The annual accounts shall give a true and fair view of the company’s 


1978 Final (Art. 2) l. 


Every balance sheet of a company shall give a true and fair view of the 
state of affairs of the company ... and every profit and loss account [etc.]. 
...the [detailed] requirements of [the 8th Schedule] shall be without 
prejudice.... to the general requirements of subsection (1) ... 


The annual financial statements shall conform to proper bookkeeping 
principles. They shall be clear and well set out and give the surest possible 
insight of the company’s financial position and its operating results 
pursuant to the valuation provisions. 

The annual accounts shall comprise the balance sheet, the profit and loss 


account and the notes on the accounts. These documents shall constitute 
a composite whole. 


. The annual accounts shall conform to the principles of regular and proper 


accounting. 


. They shall be drawn up clearly and, in the context of the provisions 


regarding the valuation of assets and liabilities and the lay-out of accounts, 
shall reflect as accurately as possible the company’s assets, liabilities, 
financial position and results. 


(as 1971 Draft) 


assets, labilities, financial position and results. 


. They shall be drawn up clearly and in conformity with the provisions of 


this Directive. 
(as 1971 Draft) 


2. They shall be drawn up clearly and in conformity with the provisions of 


this Directive. 

The annual accounts shall give a true and fair view of the company’ assets, 
liabilities, financial position and profit or loss. _ 

Where the application of the provisions of this Directive would not be 
sufficient to give a true and fair view within the meaning of paragraph 3, 
additional information must be given. 

Where in exceptional cases the application of a provision of this Directive is 
incompatible with the obligation laid down in paragraph 3, that provision 
must be departed from in order to give a true and fair view within the 
meaning of paragraph 3. Any such departure must be disclosed in the 
notes on the accounts together with an explanation of the reasons for it 
and a statement of its effect on the assets, liabilities, financiel position and 
profit or loss. The Member States may define the exceptional cases in 
question and lay down the relevant special rules. 


The meaning of TFV (what is signified by it) 
has been discussed elsewhere from several points of 
view (e.g. Chastney, 1975; Flint, 1982; Rutherford, 
1985; Harris, 1987; Lyas, 1992). What is signified 
by TFV has been acknowledged by lawyers in the 
UK as changeable because it is related to prevailing 
accepted accounting practices (Hoffman and Arden, 
1983; Arden, 1993). As for effects, it was the 
absence of rules rather than the presence of the 
TFV that was traditionally important in the UK. 
Hopwood (1990) suggests that the TFV became 
particularly important to Britain only when seen as 
a means of countering legalism in the 1971 draft of 
the Fourth Directive. Parker and Nobes (1991) 
make the related point that the TFV seems to have 
been increasingly useful to the British profession 
as accounting rules became more codified in 


standards (from 1970) and in law (from 1981). The 
signified and the effects of TFV for British directors 
and auditors are noted later. 

Incidentally, that the same signifier (and similar 
signifieds) can have different indirect effects (i.e. 
those not written into the detail of the law) may 
be illustrated by comparing the UK and Australia. 
What is signified by TFV in the UK and Australia 
is probably very similar in terms of how things should 
be valued and measured and what things should be 
disclosed (e.g. Parker, 19918). However, the legal 
imposition of TFV in Britain is an overriding one 
(see Table 1), but in Australia TFV overrides neither 
law nor standards. The Australian Corporations 
Act 1989 (amended 1991) provides only that the 
directors shall ‘add such information and explan- 
ation as will give a true and fair view’ (S. 299 (1)) 
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(Miller, 1993; Parker, 1994). In the US, a different 
signifier is used, but here the indirect effect is 
also clearly different from that in the UK: US 
financial statements are required to ‘present fairly 
in conformity with generally accepted accounting 
principles’.' 

In summary, in terms of indirect effects, the TFV 
may be used by standard setters, directors or 
auditors in the UK, Australia and the US. How- 
ever, only in the UK can it also be used to override 
the law or standards. 

For the present purpose, the distinguishing 
features of TFV in EC Directives are taken as 
being (i) the implication of an underlying reality, 
the portrayal of which is more important than any 
particular rules of practice, and, therefore, (ii) the 
requirement for the rules to be broken if this is 
necessary in order to portray the reality. 


Impact on the Directive 


The work on the avant projet for the Fourth 
Directive began in 1965 under the chairmanship of 
Dr. Elmendorff.* Elmendorff’s committee, which 
first met in 1966, comprised professional account- 
ing experts from the six countries that were then 
members of the EC. It was to be expected that a 
German would chair such a project, because the 
Germans had the most developed company law 
on accounting in the EC, in particular their 
public companies Act, the Aktiengesetz (AktG) of 
1965. 
` German law, in common with the rules of most 
continental countries had no explicit or implicit 
requirement for TFV. The relevant section of the 
AktG (§ 149) is reprinted in Table 1. It requires 
that the surest possible insight (einen möglichst 
sicheren Einblick ) is to be achieved but only as far 
as is possible in accordance with the valuation pro- 
visions of the Act. This implies that overvaluation 
is not acceptable but that undervaluation is.? Clarity 
is also mentioned but truth and fairness are not. In 
France, the requirement was regularité et sincerité;‘ 


‘Emphasis added. See Zeff (1992) for an analysis of this case. 
David Alexander has pointed out that perhaps unpromulgated 
GAAP could override promulgated GAAP, but it seems unlikely 
that the SEC would accept this since the SEC gives ‘substantial 
authoritative support’ to the FASB in Accounting Series Re- 
lease 150 of 1973. Also Statement on Auditing Standards 69 
puts fairness into the framework of GAAP. This is despite the 
AICPA Code of Professional Conduct (Rule 203, Interpretation 
203-1) which warns against allowing a literal interpretation of 
a Tule to result in misleading financial statements. 

*Dr. Elmendorff was trained as a business economist and 
then a Wirtschaftsprifer. He was founder of one of the larger 
German accountancy firms, now Wollert-Elmendorff Deutsche 
Industrietreuhand GmbH. 

‘That is, in addition to the general international requirement 
for prudence and the unusually strong German version of this 
(e.g. Gray, 1980), the AktG requires not the most accurate or 
the most fair but the most sure/safe insight. 

‘In accordance with the rules and in good faith. 
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in Italy, chiarezza e precisione and evidenza e verità’ 
(see Ferrero, 1991 for more details). The main 
purpose of these words seems not to signify ‘fair’ 
in its sense of ‘not misleading’, and the rules 
certainly did not require departures from the detail 
of the regulations on this basis. 

The Eilmendorff Committee delivered a draft of 
the Fourth Directive to the EC Commission in 
1968 (and a draft of the Seventh in 1969). The 
Committee last met in 1970. The first draft of the 
Fourth Directive was published by the Commission 
in 1971. The general purpose clause (Article 2, 
paragraphs 2 and 3) bore a strong resemblance 
to that in the AktG, as Table 1 shows. Here, again, 
fairness did not feature, and ‘accuracy’ was to be 
subject to the provisions of the Directive. The 
requirement to use ‘principles of regular and proper 
accounting’ would have been familiar to German 
lawyers or auditors but not to those of all other EC 
countries. | 

January 1973 saw the arrival of the UK, Iréland 
and Denmark in the Community. Denmark had 
little accounting law; it had accepted Anglo- 
American influences since World War II but had 
no TFV or similar requirement (Christiansen, 
1992, p. 104). The UK and Ireland also had little 
law on how to do accounting, but they did have the 
legal predominance of ‘true and fair’. Negotiation 
led to many changes in the Directive, some of 
which are discussed by Nobes (1983). In particular, 
as Table 1 shows, the TFV requirement was to be 
found in the second published draft (1974) of the 
Directive. It has been confirmed’ by the secretary 
to the Elmendorff Committee and by the EC 
Commission that it was the UK’s accession to the 
EC that began this process. The requirement to 
use principles of regular and proper accounting 
was changed to a requirement to conform to the 
provisions of the Directive. 

The only continental EC country which was an 
exception to the lack of TFV was the Netherlands, 
where the Annual Accounts of Enterprises Act 1970 
contained the overriding requirement that accounts 
should enable a sound insight and should be shown 
faithfully and systematically (see Table 2 and 
Appendix 1). It has been suggested elsewhere that 
Dutch accounting should be seen as having more 
in common with Anglo-Saxon than with continental 
accounting (e.g. Parker, 1991b). The word for 
‘faithful’ (getrouw) may also mean fair, as dis- 
cussed below. It seems that the prior lack of such 
a provision in Dutch accounting law was due more 
to the sparseness of law than to any point of 


SClarity and preciseness; obviousness and truth (Civil Code, 


Arts. 2423 and 2217). 

*The Tribunale di Milano (23.12.1968) held that it meant 
mainly giving information to all interested parties 

7Conversation with Horst Kaminski (1.3. 1993), and letter 
from Kare] Van Hulle, Head of Company Law Section of the 
EC Commission (11.1.1993). 
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Table 2 
The Origins and Spread of True and Fair (for translations see Appendix D 
1 2 3 4 5 
Words in Law Words in Law 
before Directive Implementation if Different 
Country (first appearance) Words in Directive of Directive from Directive 
UK a true and fair view (1947) oe 1981 — 
ae a true and fair view 
Ireland a true and fair view (1963) 1986 — 
Netherlands 1. geeft een zodanig een getrouw beeld 1983 1. (as in 1970) 
inzicht dat een 
verantwoord oordeel kan 
worden gevormd ... 
2. geeft getrouw en 2. geeft getrouw, 
stelselmatig (1970) duidelijk en 
stelselmatig 

Denmark — et pålideligt billede 1981 et retvisende billede 

France — une image fidèle (een 1983 — 

Luxembourg getrouw beeld in 1984 — 

Belgium Flemish) 1985 — 

Germany — ein den tatsächlichen 1985 Unter Beachtung der 
Verbältnissen Grundsätze 
entsprechendes Bild ordnungsmässiger 

Buchführung (then, 
! as Directive) 

Greece — ten pragmatiki ikona 1986 — 

Spain — una imagen fiel 1989 la imagen fiel... de 
conformidad con las 
disposiciones legales 

Portugal — uma imagem fiel 1989 uma imagem 
verdadeira e 
apropriada (1989 
plan) 

Italy — un quadro fedele 1991 rappresentare in 


philosophy or practice. Although Dutch account- 
ing law had no TFV requirement before 1970, 
the Registeraccountants Act (Auditing Law) of 
1962 required the auditor to testify to faithfulness 
(getrouwheid). In accounting and auditing practice, 
‘getrouw’ also has a long history, as explained in 
the following section. 

The influence of the Groupe d’ Etudes should be 
mentioned here. This committee of EC account- 
ancy bodies had been formed at the request of the 
EC Commission in order to advise on matters such 
as Directives. The Elmendorff Committee was a 
predecessor. Representatives from the UK, Ireland 
and Denmark joined fully when their countries 


‘At the beginning of 1987, a new body, the Fédération 
des Experts Comptables Européens (FEE), took over this role 
and that of the Union Européenne des Experts Comptables, 
Economiques et Financiers (UEC). 


modo veritiero e 
corretto 


acceded to the EC in 1973. However, before this, 
the Groupe d’Etudes had already come to the view’ 
that the TFV was the right accounting philosophy. 
This may seem curious, but the UK already had 
observer status at the Groupe d’Etudes. Also, 
although it has been sometimes impossible to 
persuade, for example, the German government to 
agree with certain Anglo-Saxon accounting ideas, 
it has been easier to achieve consensus with the 
German accountancy profession, often represented 
by partners from German offices of multinational 
accounting firms.” The Economic and Social 


*Published opinion in June 1972. 

The author uses first hand accounts or personal experience 
of over a decade’s membership of Groupe and FEE committees. 
His memory is confirmed by the FEE Secretary General (letter 
from John Hegarty, 19.11.1992), and by Karel Van Hulle of the 
EC Commission (letter of 11.1.1993). 
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Committee (ECOSOC) of the EC is required to 
give opinions on draft Directives. In February 1973, 
it suggested that ‘faithful picture’ should replace 
‘accuracy’ in Article 2.3 of the 1970 draft. How- 
ever, the Groupe d’Etudes and the ECOSOC did 
not propose the predominance of TFV over rules. 

The 1974 draft of the Directive contained require- 
ments both to give a TFV and to comply with the 
provisions of the Directive. However, the draft did 
not deal with cases where the two requirements 
might conflict. One interpretation of this is that use 
of the provisions would automatically lead to a 
TFV, so that the specific TFV requirement related 
to matters on which there were no provisions or to 
cases where there was a need to give extra inform- 
ation. As will be explained, this is the German 
view, and by implication, it is also now the view 
in the US and Australia, as already noted. This 
interpretation was not acceptable to the profession 
in countries like the UK, where it is argued that 
the TFV is the ultimate objective, which implies the 
need in certain circumstances to override other legal 
provisions (e.g. Tweedie, 1983). For example, from 
this standpoint, the practice in some continental 
countries of writing off assets for accounting pur- 
poses in order to take advantage of generous tax 
depreciation might be legally sanctioned but 
should not be permitted in accounts because it 
would not give a true and fair view. 

This full-blooded version of the significance of 
TFV (discussed further later) triumphed in the 
1978 adopted version of the Directive, as shown in 
Table 1. At the formal level, this could be seen as 
a victory for Anglo-Saxon accounting philosophy. 
Its effects on practice are more complex, as will be 
seen later. 


Language in the Directive 


Rutherford (1983) sets out the signifiers analog- 
ous to TFV in the versions of the Directive in six 
languages. Table 2 (column 3) in this paper shows 
the signifiers in all the languages as prepared by the 
EC Commission in the 1978 adopted Directive 
(and subsequently for Greece, Spain and Portugal). 
It seems possible to classify these as in Figure 1, 
using literal translations of the adjectives involved. 
On this basis, eight'’ languages have a unitary 
wording and only English has a dual wording (i.e. 
true and fair). 

Whether the English ‘true and fair’ signifies a 
dual concept or a portmanteau is investigated 
elsewhere by Walker (1984), Nobes and Parker 
(1991a) and Parker and Nobes (1991). These last 
two papers conclude that UK financial directors of 
large companies see TFV as unitary. However, 


"Van Hulle (1993, p. 100) is wrong to state that Portuguese 
has a dual signifier in the Directive. This is so for the Portuguese 
law but not for the Portuguese versions of the Directives. 
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Figure 1 
‘True and Fair’ Signifiers in the Directive 


Unitary 


According Real 
to facts 


German Greek 
(1978) 


their auditors see it as dual: approximately, ‘truth’ 
is taken to mean that the accounts are in accord- 
ance with facts, and ‘fairness’ that they are not 
misleading. 

What is the origin of the unitary signifier? 
Column 2 of Table 2 shows any analogous wording 
in laws before the Fourth Directive. It has been 
suggested above that only the UK, Ireland and the 
Netherlands had ‘true and fair’ or its analogue. 
Given that all the other versions use a unitary 
signifier, can it be maintained that English is the 
source? As shown in the next paragraph, it seems 
that Britain is the main source of the idea that there 
is an underlying TFV, the presentation of which 
should override rules. However, we need to look 
elsewhere for the source of the predominant type 
of signifier. 

Given (i) that, even in the Netherlands, earlier 
law did not actually refer to the ‘getrouw beeld’ of 
the Directive, (ii) that the draft Fourth Directive 
had no TFV requirement until after the UK and 
Ireland had joined the EC, and (Hi) the confir- 
mation from the Elmendorff Committee, the case 
for British origins seems certain. Parker (1989) 
certainly regards the TFV as a British export to the 
Commonwealth and then the EC. The Spanish also 
acknowledge a British origin (Socias, 1991, p. 38), 
as do the Germans (Busse von Colbe, 1984, p. 121) 
and the French (CNCC, 1984). Further, as will be 
noted later, the Italian Ministerial Commentary on 
their 1991 law specifically refers to the British 
version as the original. Nevertheless, Ordelheide 
(1993) points out that the exact formulation of 
the Fourth Directive was an EC matter, and that 
the resulting TFV sections in all EC laws sweep 
away previous provisions, including the British. 
In particular, all official language versions are 
formally equal, and none is to be seen as the 
Original. 

Given the clear British origins of the overriding 
nature of the TFV, the source of the majority 
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unitary signifier needs to be investigated in more 
detail. The Dutch word ‘getrouw’ had been evident 
outside the law before the auditing Act of 1962 and 
the accounting Act of 1970. Its origins have been 
traced back to the audit report of Cooper Brothers 
Co. and Price, Waterhouse & Co. in the 1932 
annual report of Unilever (Zeff et al., 1992, p. 99). 
The original English version of the audit report 
said ‘true and correct view’; the Dutch translation 
was ‘getrouw beeld’, which it remained even when 
the British Companies Act 1947 caused the English 
version to change to ‘true and fair view’. This 
seems reasonable, as it has already been suggested 
that, although the English signifier changed in 
1947, there was no intention to change what was 
signified. Not only was ‘getrouw beeld’ seen as the 
best translation of the two different English 
phrases, but also of the American ‘present fairly’ 
(Zeff et al., 1992, p.101). However, as noted 


earlier, the US ‘present fairly’: has a noticeably. 


different significance from the British “give a true 
and fair view’, and Zeff (1990) argues elsewhere 
that the best English signifier for the Dutch ‘getrouw 
beeld’ is given by the British phrase not the 
American. 

The French signifier ‘image fidèle’, which has a 
clear echo in the later Italian 'quadro fedele’ or 
Spanish ‘imagen fiel’, can be traced back in the 
` accounting literature to 1920 (Chaveneau, 1920). 
It seems that a draft French law of 1921 would 
have required balance sheets to give ‘une image 
aussi fidéle que possible’ (Pasqualini, 1992, p. 37). 
The word ‘fidéle’ in this context can be traced 
back further to a law in Berne of 1860 and the 
Swiss Commercial Code of 1863 (Pasqualini, 
1992, p. 37).'* It seems that this French expression 
was ‘the leading one’ in the commission.” The 
unitary wording ‘fidèle’, like any other adjective, 
has layers of meaning. At one level, it could 
imply ‘faithful’ as in ‘faithful representation’ (e.g. 
IASC’s Conceptual Framework, para. 33). At 
another level, it could signify preparation of the 
accounts ‘in good faith’. However, the French 
governmental body in charge of the plan comptable 
suggested that ‘image fidéle’ was a bad translation 
of TFV, without offering an alternative (CNCC, 
1984). 

The German signifier in the 1974 draft of the 
Directive fitted neatly with all these continental 
equivalents (i.e. einen getreuen Einblick ). ‘Einblick’ 
had been the word in the 1965 AktG. However, the 
final version of the Directive moves away from both 
adjective and noun to ‘ein den tatsdchlichen Verha- 
deltnissen entsprechendes Bild’ (see Appendix I for 
translation). Incidentally, in all other languages the 


PJ am particularly grateful to Alan Roberts for the historical 
references in this paragraph. 

Letter from K. Van Hulle of 11.1.1993, and conversation 
with H. Kaminski of 1.3.1993. 
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Directive’s signifiers for TFV in 1978 are the same 
as those in 1974. 

It is clear that the use of a unitary signifier 
tells us little about what is signified. This will be 
examined further in the later section on language 
in the EC laws. 


A Note on Language in the Seventh Directive 

The Seventh Directive concerns consolidated 
accounts, As noted above, an early draft was pre- 
pared by, the Elmendorff Committee in 1969, but 
a draft was not published by the Commission until 
1976 nor adopted by the Council until 1983. The 
Seventh Directive applies many of the provisions 
of the Fourth to group accounts and specifically 
demands that: 


Consolidated accounts shall give a true and 
fair view of the assets, liabilities, financial 
position and profit or loss of the undertakings 
included therem taken as a whole. (Article 


16(3)) 


The rest of Article 16 contains the overriding TFV 
provisions as in Article 2 of the Fourth Directive 
(see Table 1). 

The Seventh Directive uses the same signifiers in 
all languages for TFV as the Fourth Directive had 
done. For example, despite the fact that Denmark 
had before 1983 already implemented signifiers 
different from the Danish version of the Fourth 
Directive (see next section, and Table 2), the Danish 
version of the Seventh Directive uses the same 
signifiers as the Fourth. One interesting point is that 
the 1976 German draft of the Seventh Directive 
used the ‘einen getreuen Einblick’ wording (as 
in the 1974 draft of the Fourth Directive), whereas 
the 1978 draft and the 1983 final versions used the 
longer wording of the 1978 final version of the 
Fourth Directive (see Table 2). 


Impact of the Directive 


The Fourth Directive took many years to imple- 
ment, as Table 2 (column 4) shows. Some countries 
anticipated the content and then made subsequent 
legal adjustments (such as Belgium); others were 
quick off the mark (such as the relative newcomers, 
Denmark and the UK); some were slow (such as 
founder EC member, Italy) or had joined the EC 
after the adoption of the Directive (Greece, Spain 
and Portugal). The laws come into force on dates 
after those shown in Table 2. In the case of the last 
country, Italy, this means usually implementation 
for 31.12.1993 year ends. The more general effects 
of the Fourth Directive are examined elsewhere 
(e.g. Gray and Coenenberg, 1984). This section 
examines the TFV specifically. 

The implementation of the TFV requirement 
shows the ability of countries to impose their own 
culture on what, to some of them, was an alien 
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concept. This expresses itself in the signifiers, the 
signified and the effects. 


Signifiers and the Signified 

When it comes to implementations of the laws 
in the member states, several further linguistic 
complications are added to those of the previous 
section, as column 5 of Table 2 shows. In seven 
cases (for the five exceptions, see below), the 
national laws implementing the Directive follow 
the words in the Directive as prepared in Brussels. 
The Belgian Jaw implements both the French 
and the Dutch signifiers from the Directive. The 
Luxembourg law implements the French. The 
lengthy wording in the German law follows from 
the Directive as adopted in Brussels rather than 
being a subsequent invention of the German parlia- 
ment. However, as discussed later, even in the 
German case (and the Spanish) important words 
. were added. 

The five departures from the Directive’s signifiers 
will now be examined. The Dutch revised earlier 
legal wordings rather than exactly following the 
Directive. The 1970 Law was amended by adding 
the word ‘duidelijk’ (clearly) from Art. 2.2 of 
the Directive. Other national implementations also 
contain the clarity requirement. The Dutch also 
retained the fundamental requirement of giving a 
sound insight, and it is this requirement which is the 
overriding one. The Danes substituted ‘retvisende’ 
for the Directive’s ‘pålideligt’, moving from ‘faith- 
ful’ towards ‘right-looking’ or ‘not misleading’, 
which seems close to ‘fair’. 

In the case of Italian, the Directive used the word 
‘fedele’ (consistent with the Dutch/French), but 
this was rejected by the drafters of the Italian law. 
The train of linguistic events is somewhat complex. 
The 1942 Civil Code allows departure from the 
legal valuation rules for speciali ragioni (special 
reasons). This ambiguous provision did not lead 
in practice to major departures, even for inflation 
accounting in the 1970s. However, in the revalua- 
tion law of 1983 (so-called Visentini-bis; 72/1983, 
Art. 9), speciali ragioni were defined as those where 
departure from legal rules was necessary in order 
to give un quadro fedele. As mentioned earlier, 
these Italian words had first appeared in published 
form in Article 2 of the draft EC Directive in 
1974. 

When it came to the drafting of the Italian 
law to implement the Fourth Directive (Decreto 
Legislativo n. 127/1991), the words “guadro fedele’ 
were deliberately not used, perhaps because they 
already had the above particular usage in Italian 

law. In the Relazione Ministeriale (Ministerial 


‘Se speciali ragioni richiedono una deroga alle norme di 
questo articolo, gli ammistratori e il collegio sindacale devono 
indicare e giustificare le singole deroghe nelle loro relazioni 
all assemblea’ (Art. 2425). 


r 
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Commentary) to the new law, it was stated that 
‘rappresentare in modo veritiero e corretto’ had 
been adopted because ‘sembra costituire la piu 
esatta traduzione dell’espressione true and fair 
view dalla quale trae origine la norma della 
Direttiva’ .° 

Despite this attempt to match the English, 
‘veritiero e corretto’ seems nearer to the abandoned 
British phrase ‘true and correct’ (although it has 
already been noted that the Dutch translation of 
‘true and fair’ was the same as that for ‘true and 
correct’). The word ‘corretto’, in a law in a Roman 
law country, appears to mean! ‘in accordance with 
legal rules’. The Ministerial Commentary states 
that ‘veritiero’ requires that the preparers of the 
accounts ‘operino correttamente le stime’ (make 
correct valuation estimates); so ‘veritiero’ rests 
partially on ‘corretto’. In combination, ‘veritiero e 
corretto’ does not seem intended to signify what is 
understood in the UK by ‘true and fair’.. 

The Spanish moved from ‘a faithful picture’ to 
‘the faithful picture’ as discussed below. The Plan 
General de Contabilidad "’ notes that la imagen fiel ` 
deals with the double concept of lack of bias and 
objectivity, and there is also a reference to truth.” 
The Portuguese have the Directive’s ‘imagem fiel 
in the Commercial Code but departed from this 
in the Plano Oficial de Contabilidade in an attempt 
to translate the English original. The resulting 
‘verdadeira e apropriada’ seems the most literal of 
all the versions. 

In terms of a classification of the signifiers in 
laws, four out of twelve countries have a dual 
expression, as shown in Figure 2. However, this 
superficial classification disguises the fact that: 


(i) a dual signifier can have a more unitary 
meaning (e.g. in Italy, ‘veritiero’ is defined 
partly in terms of ‘correttamente’), and by 
contrast 

(ii) a single adjective (e.g. fidéle or fiel) can 
have layers of meaning. 


There is a further linguistic point. In most 
translations, the indefinite article is used, leading to 
the conclusion (e.g. Flint, 1982; Mémento Pratique 
Lefebvre, 1992, 355, 3, 3) that a number of different 
financial statements could give a true and fair view 
of any particular state of affairs or profit or loss. 


5‘Tt seems to represent the most exact translation of the 
phrase true and fair view from which the original rule in the 


ve derives’. 

WW am grateful to several Italian colleagues for help in this 
area. For an earlier reference confirming this, see Colombo 
(1977) who says that the correct valuation will follow only if 
and when there is conformity with the rules of the law (p. 19). 

"General accounting plan of 1990, parts |, 4 and 5 of which 
are obligatory for Spanish companies. La imagen fiel is dealt 
with in part 1. 

ita doble noción de imparcialidad y objetividad’ and ‘un 
tercero podria formarse sobre “ia verdadera” ` (para. 10). 
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Figure 2 


‘True and Fair’ Signifiers in National Rules 


Dual 


True 
and correct 


True 
and fair 


True 
and appropriate 


UK,IRL I 


The exceptions are: 


(i) Italian Law. Although the Italian Directive 
had ‘un quadro fedele’, the law rephrases the 
requirement in such a way that no article is 


used. 

(ii) Spanish Law. Although the Spanish Direc- 
tive had ‘una imagen fiel’, the Spanish Law 
substitutes ‘la imagen fiel’, which is also 
followed in audit reports.’ It has been 
suggested that this is an attempt to imply 
precision in the law.” 

(iii) Dutch Law. As Table 2 shows, the law 
departs from the Directive in a way that 
avoids using an article. 
Greek Directive and Law. In Greek, the real 
picture is to be presented. This may have 
appeared to the Greek draftsmen to make 
linguistic sense because, although there could 
be several reasonable/faithful pictures, it 
might have been thought that there can only 
be one real picture (however philosophically 
unsound that might be). 


(iv) 


Conclusion on What is Signified 

The section immediately above has to some 
extent considered what is signified by TFV. It 
seems clear that, although changes in rules and 
practice effect TFV, it must be intended to have an 
existence independent of rules or general practice. 
Otherwise, the Fourth Directive’s requirements 
in Article 2.4 and 2.5 for extra information or de- 
parture from rules would not make sense. A further 
example is Article 14 of the Seventh Directive, 
which requires exclusion of dissimilar subsidiaries 
from consolidation when inclusion would not give 
a TFV. 

Ordelheide (1993) suggests that, in cases of con- 
flict, the ultimate meaning of TFV in any (or all) 
EC jurisdictions can now only be decided by the 


WE.g. the audit report of Arthur Andersen on CEPSA’s 1991 
accounts. Interestingly, the company’s English translation of 
the report refers to ‘a true and fair view’. 

2F. Grau, Company Secretary of CEPSA in Brussels on 
December 3, 1992. 
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Unitary 


Faithful According Real Right- 
to me a 


F,B,L, D GR 


E,NL 


European Court, which may construe a meaning 
quite different from that intended by the inventors 
of the source phrase. One can certainly agree 
with Ordelheide that the UK meaning may not be 
legally relevant elsewhere. However, given that what 
is signified by TFV is related to practice (i.e. to what 
the readers of accounts expect to see), and given 
that practice is clearly different in different EC 
countries, it is hard to see that a Court could arrive 
at the view that TFV meant the same thing in each 
EC country. Bird (1984) concurs that different 
signifieds are likely to arise, as does Van Hulle 
(1993). Ordelheide has suggested?! that, in practice, 
the Court would set out a broad enough meaning 
that different countries could fit their different inter- 
pretations into it. Van Hulle (1993) also provides 
a gloss on this by suggesting that, even though 
accounts may give a TFV in their state of origin: 


in order to be true and fair for readers in 
another Member State, some further explan- 
ations are no doubt required. This is the 
reason why the Accounting Directives require 
in many instances further information in the 
notes to the Accounts. 


However, it seems implausible that a Danish 
company could be taken to task for not making 
disclosures that might specifically help a Greek 
reader. Presumably, also, Van Hulle did not intend 
the apparent implication that this was the only or 
the main reason for further disclosures. 


Effects 

As noted earlier, it seems possible to distinguish 
between (i) any direct effects on detailed accounting 
rules that may have accompanied the implement- 
ation of the TFV, and (ii) the continuing indirect 
effects of the legal imposition of the TFV require- 
ment. With respect to the overriding nature of the 
TFV, the idea that departure from a specific 
provision of the law should rest upon the opinion 
of standard setters, directors or auditors is hard 


Notes from discussion with Dieter Ordelheide at ELASM 
Conference in Edinburgh, 18 June 1993. 
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to accept, even for English lawyers (Tweedie and 
Kellas, 1987), let alone for those in a civil law 
framework. The national stances towards the imple- 
mentation of the Directive may be classified into 
three main types: 

(i) Continued dominance of TFV. In the UK 
and Ireland, the continued primacy of the TFV has 
been used both by standard setters and by directors 
and auditors to enable commercial circumstances 
of various sorts to prevail over specific legal con- 
siderations (Parker and Nobes, 1991). The primacy 
of TFV has been used by the standard setters to 
override the details of the law in several cases. For 
example: 


(a) SSAP9 (Stocks and Work in Progress, 
para. 39 and Appendix 3, para. 12) suggests 
that LIFO should not normally be used 
because it will not give a true and fair view, 
whereas the Fourth Directive (Art. 40) and 
the British law specifically allow it (Com- 
panies Act 1985, Schedule 4). 

(b) SSAP 19 (investment Properties) requires 
investment buildings not to be depreciated 
whereas the Fourth Directive and, therefore, 
the British law require all fixed assets with 
limited useful lives to be depreciated (Com- 
panies Act 1985, Schedule 4). 
Other cases where ‘true and fair’ has been 
used may not override the detail of the law 
but address conflicts in it. For example, 
SSAP 20 (Foreign Currency Translation) 
requires the taking to income of gains on 
unsettled long-term foreign currency loans. 
This is not ‘prudent’, which is a mandatory 
principle in the Directive, and therefore the 
gains are not distributable. However, the 
Directive (Article 31.2) and the British law do 
allow departures from the basic principles for 
accounting. SSAP 20 claims that, in this case, 
the accruais convention (also a mandatory 
principle in the Directive) should override 
prudence in order to give a TFV. 


The EC Contact Committee has concluded that 
the TFV override can only be used in cases relating 
to individual companies rather than to general 
circumstances (EC, 1990). This would be a problem 
for the UK at least for point (b) above.” However, 
the conclusions of the Contact Committee have 
no direct authority, and Alexander (1993) suggests 
that the Committee’s conclusion is clearly invalid 
in terms of the Fourth Directive, given that Article 
2.5 allows member states to define the exceptional 
circumstances and lay down the relevant special 
rules. This seems correct, despite Van Hulle’s 
(1993) suggestion that Article 2.5 was designed to 


(c) 


“It may not be a problem for point (a) because SSAP 9 is 
merely narrowing down options allowed by the Directive, nor 
for point (c) where there is a conflict in the Directive. 
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restrict flexibility not to increase it. To take the UK 
as illustration, according to the British Companies 
Act 1985 (as amended in 1989), the Accounting 
Standards Board can be interpreted as being dele- 
gated with the setting of accounting standards on 
behalf of the member state, so a standard could de- 
fine departures (though only for exceptional cases). 

A further aspect of the indirect effects of TFV 
concerns whether departure from legal provisions 
is to be seen as a last resort to be used only when 
even extra information is insufficient. This seems to 
be the view of the Contact Committee (EC, 1990). 
However, it is not the view of UK standard setters 
(e.g. Tweedie and Kellas, 1987, p.93). The Com- 
panies Act 1989 amended the TFV section to move 
the law more towards the standard setters’ view.” 

Cases where UK directors have not complied 
with law in the name of TFV include, for example, 
non-consolidation of subsidiaries or departure from 
formats of financial statements. Cases of non- 
compliance with standards include the base stock 
method of inventory valuation and non-revaluation 
of investment properties (Parker and Nobes, 1991, 
p. 355). 

In the Netherlands, the primacy of ‘sound insight’ 
and ‘faithful’ also continues (see Table 2). These 
concepts are used by the Raad voor de Jaarvers- 
laggeving (RJ, Council for Annual Reporting; see 
Parker, 1991b or Zeff et al., 1992) when producing 
Richtlijnen (Guidelines), and by directors and aud- 
itors when interpreting the law and Guidelines or 
in areas where there is no such guidance. However, 
since the Netherlands has a Civil Code system, the 
RJ would not feel able to set Guidelines which over- 
rode law. Countries other than the UK and Ireland 
interpret the ‘special circumstances’ of Article 2.5 
of the Directive (see Table 1) in a way that would 
not allow general departures to be formulated. 

(ii) Enthusiastic change. In some countries, the 
implementation of the Fourth Directive was used 
as a means of changing accounting in an implicitly 
Anglo-Saxon direction. Governments (including 
stock market regulators) may have already been 
moving in this direction as capital markets 
expanded and international capital flows grew. 
Denmark, for example, was first to implement the 
Directive, included many options and seems closer 
in line with the UK and the Netherlands now than 
before the Directive. In the case of France, it has 
been suggested that the image fidèle requirement 
had the direct effect of undermining the strength of 
tax-based rules (Pham, 1984), though the relation- 
ship between tax and accounting is complex 


2 Tf in special circumstances [in the case of any company,] 
compliance with any of those provisions is inconsistent with the 
requirements to give a true and fair view [even if additional 
information were provided in accordance with sub-section (4)], 
the directors shall depart from that provision ...’ S. 226 of the 
1985 Act as amended; bracketed parts deleted in 1989. 


~ 


‘ 
a 
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(Standish, 1991). The undermining is only obvious 
in the regulations relating to consolidated accounts 
(where tax is not relevant) which result from the 
implementation of the Seventh Directive. Moves 
in the direction of Anglo-Saxon accounting had 
already been made by many large French groups, 
and such a process suited the Stock Exchange 
regulatory body, the Commission des Opérations 
de Bourse. Article 29 of the Seventh Directive is 
relevant here. It allows that: 


...a member state may require or permit the 
use in the consolidated accounts of other 
methods of valuation [than the parent’s] in 
accordance with the [Fourth Directive]. 
(Article 29.2). 

Where assets to be included in consolidated 
accounts have been the subject of exceptional 
value adjustments solely for tax purposes, 
they shall be incorporated in the consolidated 
accounts only after those adjustments have 
been eliminated. A member state may, how- 
ever, require or permit [no] elimination, ... 
provided [disclosure]. (Article 29.5). 


No member states have required the ‘other 
methods’ of Article 29.2, but all except Portugal 
and Greece have allowed them. In no member state 
is there a requirement not to permit the eliminations 
of Article 29.5. The result of this combination of 
provisions is that companies in most member states 
have greater room for manoeuvre in group accounts 
than in individual accounts. 

In the case of France, group accounts can move, 
and for many groups have moved, away from 
former tax-based rules towards several ‘substance 
over form’ and accruals accounting features, such 
as the capitalisation of leases, the recognition of 
deferred taxation, and the recognition of unsettled 
gains on currency amounts (Scheid and Walton, 
1992). 

The authoritative Mémento Pratique Francis 
Lefebvre (1992) suggests that the effects in France 
of the legal requirement to give une image fidèle 
should be in those areas where the rules do not 
exist or where they are not sufficiently detailed. A 
further point is that the French implementation of 
the Directive’s Article 2.4 (see Table 1) requires the 
extra information to be given ‘dans l’annexe’ (in 
the Notes), whereas the Directive and, for example, 
the UK law do not specify where, allowing for the 
financial statements themselves to contain the extra 
information. 

To some extent, the moves away from tax-based 
and legal form ‘accounting are reflected in Spain. 
Indeed, it has been suggested that the arrival of the 
TFV led to a ‘thorough accounting transformation’ 
(Casanovas, 1992). One specific example is that 
substance over form has been addressed in the area 
of leasing. The 1989 law implementing the Fourth 
Directive requires finance leases to be capitalised. 
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However, because this might appear to be ‘untrue’ 
in law even if ‘fair’ in substance, the 1990 Plan 
General de Contabilidad requires the leases capital- 
ised to be shown as intangible assets (i.e. the rights 
to use the assets), whereas in other capitalising 
countries they would be included as tangible assets. 

Despite some changes, Spain has nevertheless 
put imagen fiel firmly into the context of legal 
provisions. The Commercial Code (Book 1, ch. HI, 
section 2, Art. 34,2) states: 


The annual accounts must be drafted with 
clarity and show the true and fair view of the 
net assets, financial situation and net profit 
or loss of the business, in conformity with the 
legal provisions. 


The last five words are not in the Directive, nor 
in the laws of most member states” (see the further 
German exception below). The 1990 Plan General 
de Contabilidad also states (Part 1, Accounting 
Principles, para. 1) that: 


The application of the accounting principles 
included in the following sections should mean 
that annual accounts, drafted with clarity, will 
show the true and fair view of the net assets, 
financial situation and net profit or loss of the 
business. 


This makes it even clearer in Spain than in France 
that, although the TFV seems to have affected 
specific rules, this does not imply that individual 
companies and auditors have much freedom to 
apply it. 

In Portugal, too, the implementation of the 
Fourth Directive saw the official Comissão de 
Normalização Contabilistica using words in the 
plan (see Table 2) that were designed” to establish 
a legal basis to allow movement away from tax 
rules in certain cases. The plan also requires sub- 
stance over form (Principle 4f). The combination 
of these requirements has led to uncertainty in 
Portugal, for example about the need and legality 
of revaluations in times of price instability 
(Fernandes Ferreira, 1992). 

The FEE Survey (FEE, 1991) of published 
accounts shows (from a fairly small sample)” the 
following on the subject of departures from legal 
provisions in order to give a true and fair view: 


In 10 instances departures from provisions 
of the national legislation for that reason are 
reported: in Belgium, Denmark (chree), France 
(two), Ireland, Luxembourg (two) and the 
United Kingdom. In seven of those 10 cases 


“The Luxembourg law of 1984 does not include these words, 


but the official guidance on audit reports f-om the Institut des 
Réviseurs d’Entreprises does. 

Letter of 9.2.1993 from Sen. Fernandes of the Cámara dos 
Revisores Oficias ce Contas. 

%341 Companies from nine EC countries. 
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the reason for the departure was explained in 
the accounts (p. 27). 


FEE (1992) examines this in more detail, showing 
that the UK and Irish departures were caused by 
compliance with standards, and three of the other 
five were departures from formats. It should be 
noted that a German example does not appear. 
For Spain, Italy and Portugal, the Directive was 
not in force for the accounts surveyed. 

(iit) Specific rules continue to override general 
rules. In Germany, which seems to be an extreme 
example of this case, it is assumed that compliance 
with the legal provisions will normally ensure that a 
.TFV is given.” In particular, the Bilanzrichtlinien - 
Gesetz of 1985, which implemented the Fourth, 
Seventh and Eighth Directives, is the only EC 
implementation which does not specifically require 
the true and fair view to override legal provisions 
in exceptional cases (i.e. it does not implement 
Article 2.5; see Table 1). The German law uses the 
words from the Directive but, like the Spanish, 
precedes them with words which might be translated 
approximately as “n compliance with accepted 
accounting principles’ (see Table 2). This helps to 
rob the TFV of its significance. There are some legal 
requirements which have been seen as inimical to 
TFV (von Wysocki, 1984). There are even legal 
views (cited by Ordelheide, 1990, p. 8) that the TFV 
refers only to the notes to the accounts, and has no 
effect in interpreting the detailed rules or for filling 
gaps in rules relating to the financial statements. 
Certainly, as in France, the German rules require 
the extra information called for by Article 2.4 of 
the Directive to be presented in the notes (im 
Anhang). 

It 1s suggested that German tradition would 
have had to have been overturned in order to allow 
TFV to override specific rules (Otte, 1990). Unlike 
France, there have been few direct effects caused by 
the legislators making changes designed to reflect 
commercial substance. This is not, of course, 
intended to be a criticism of Germany: like the UK, 
Germany has found its own way of continuing 
with its traditions despite the Directive. Ordelheide 
(1990) suggests that national accounting rules tend 
to resist attempts at harmonisation. 

One feature of German accounting that may be 
seen as a counter-example is the option (§308, 
HGB) to depart from certain tax-based rules in the 
preparation of group accounts. A minority of large 
German groups take advantage of this (Treuarbeit, 
1990). 

Italy seems to be a further example within this 
third category of country. Firstly, unlike the cases 
of France and Spain, no amendments were made 





TA minute of the EC Council states that this may normally 
be taken to be the case (Council R 1961/78 [ES93] 18.7.1978, 
No. 2). 
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to legal accounting principles specifically in order 
to allow ‘substance’ to override ‘form’, apart from 
the compulsory content of the Directives them- 
selves. Certainly, the drafters of principi contabili™ 
would not expect to be able to override the law. 
Indeed, the implementation of the Directives may 
cause accounting practices of some large listed 
groups to move away from a number of ‘substance- 
based’ practices, in that previously the accounts 
of listed companies followed principi contabili and 
IASC standards, which are close to UK/US rules. 
Secondly, the Ministerial Commentary on the 1991 
Law notes that, although it is not possible to 
specify the exceptional circumstances which would 
require the rules to be departed from, these would 
be ‘casi veramente eccezionali’. This suggests 
extreme rarity or, in practice, that ‘veritiero e 
corretto’ is the same as being in conformity with 
the rules. Thirdly, the auditors of listed companies 
were previously required by Presidential Decree to 
check that accounts followed correct accounting 
principles” but these words were removed in 1991. 

Nevertheless, the legal amendments of 1991 do 
require far more information than most Italian 
companies were giving. Also, it 1s possible that 
some reduction in the influence of tax law will arise 
as a result of the testing of ‘veritiero e corretto’ in 
the courts. 


Continuum of Effects of TFV 

From the above discussion it seems possible to 
suggest that EC countries can be seen as on a 
continuum with respect to the effects of the TFV. 
Starting from the most strong, five different 
positions may be identified (example of countries 
are given): 

CaseI TFV is used by directors/auditors 
in interpreting the law and standards 
or where there is no law or standard, 
and sometimes to override the law or 
standards. TFV can also be used by 
standard-setters to make rules that 
override details of the law. (UK, 
Ireland). 
TFV (and ‘insight’) is used by direc- 
tors/auditors as the basic principle in 
interpreting the law and (non-govern- 
mental) guidelines. It can be used by 
them to override guidelines and, poten- 
tially, in exceptional cases, the law. 
It is also used by guideline-setters to 
make rules but not to override the 
law. (The Netherlands). 


Case II 


2: Accounting principles’ as published by a joint committee of 
the Italian professional bodies: Dottori Commercialisti and 
Ragionieri. 

SDecreto Presidente della Repubblica No. 136, 31.3.1975: 
‘secondo corretti principi contabili’. 


“> 4 
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Table 3 
Summary of Some Relationships between TFV Signifier, Signifled and Effects 


. Same signified but different signifiers (e.g. probably little change in 1947 to what the British law signified 
despite the wording change from ‘true and correct’ to ‘true and fair’). 


. Apparently similar signifiers with different signifieds (e.g. the different signifieds of the apparently similar 
signifiers in the UK and Portugal or in the Netherlands and Spain). 


. Same signifier but changing signified (e.g. changing signed of TFV in the UK, as lease capitalisation 
became standard practice). 


. Same signifier and similar signified but different indirect éffects of having TFV in law (e.g. same words 


in UK and Australia with similar meaning in terms of acceptable or necessary accounting practices for ` 
most transactions, but quite different legal status). 


. Same signifier but changing effect of having TFV in law (e. g. the i increasing practical importance of having 
TEV in British law from 1970 to date). 


. Signifiers intended to be the same by the EC. Commission but with different effects (e.g. continuum of 
decreasing significance of TFV in UK, France, Germany). 

. Same non-English signifier to translate three different English signifiers (e.g. the use by the Dutch of 
getrouw beeld to translate ‘true and correct view’, ‘true and fair view’ and ‘present fairly’). 


. Same English signifier represented at different times by more than one signifier in another language (e.g. 
German signifiers of 1974 and 1978; and changing Danish, Portuguese and Italian signifiers from Directive 


to national rules). 


Case HI The arrival of TFV was used by law- 
makers to allow some change towards 
‘substance’ rather than ‘form’. It may 
be used by directors/auditors when 
there are no governmental require- 
ments, or to interpret requirements 
and, in principle, to override them in 
exceptional cases. (France, Spain). 
TFV may be used by directors/ 
auditors to interpret government re- 
quirements or in cases where there are 
no requirements. In very exceptional 
cases, which in practice will probably 
not arise, it could be used to depart 
from the law. (Italy). 

It is unresolved whether TFV relates 
only to notes or whether it might be 
usable by directors/auditors to inter- 
pret government requirements or in 
cases where there are no requirements. 
It is clear, however, that TFV cannot 
be used to depart from the law. 
(Germany). 


Case IV 


Case V 


Summary and conclusion 


The legal requirement for annual accounts to 
give a true and fair view uses different signifiers, 
implies different signifieds and has different 
effects from time to time and from place to place. 
A summary of the diversity of the relationships 
between signifier, signified and effects is shown in 
Table 3, in each case with examples drawn from 
this paper. 





The non-English signifiers at TFV’s first official 
EC appearance in the 1974 versions of the 
Directive (or later versions for Greek, Spanish and 
Portuguese) all involve one adjective only (generally 
corresponding to ‘faithful’). The French and Dutch 
signifiers have decades of history in the context 
of accounting. By the time the Directive had been 
implemented into laws, six out of ten non-English- 
speaking countries had departed from the Direc- 
tive’s original words, apparently in some cases in 
an attempt to get closer to the English. Further 
diversity is likely as the Fourth Directive spreads 
to the European Economic Area and to Eastern 
Europe, giving rise to signifiers in Swedish, 
Finnish, Polish,” etc. 

The reason why the signified changes over time, 
and presumably from place to place, is because the 
TFV is connected to practice, although intended to 
be an independent concept. 

In the UK there was little effec: in having TFV 
in law while there were no detailed laws or even 
standards. However, as regulation increased from 
the 1970s. so directors and auditors found TFV 
useful for special cases. At a similar time, the per- 
ceived UK need to counter EC-based regulation 
of accounting, which also involved rules alien to 


XA Polish ministerial decree of 15.1.1991 requires a true and 


fair view in the context of the regulations. The words used are 
‘rzetelny i jasny obraz’, which seem to bz literally translated 
from English. However, an Act, which has higher authority, 
was passed in October 1991] requiring cor-ectness and honesty 
(prawidlowose and rretelnosc), which seems to be drawn from 
interwar Polish legislation. I am grateful ta Marek Schroeder of 
Birmingham University for this information. 
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UK practices, gave prominence to the TFV as an 
argument to be used by the UK profession and by 
the UK government in Brussels. 

Except in Ireland and the Netherlands, there was 
no analogy to the overriding British TFV require- 
ments elsewhere in Europe. This position has been 
maintained in practice by Germany, at least for 
the content of the financial statements themselves. 
Other EC countries fall between these two extremes, 
in some cases with the arrival of the TFV being 


accompanied by significant changes in the account- ` 
ing rules in the direction of Anglo-Saxon practices. | 
In particular, in some countries (e.g. France and . 
Spain) it seems to have been used by regulators 

as a philosophy to accompany reform of the rules. — 


However, although the detailed rules have changed, 


the continuing indirect effects for directors, auditors : 


and rule-makers of the fact that there is a TFV 
legal requirement is small in these countries. 

In some countries, then, the TFV legal require- 
ment has moved from non-existence to existence 
without effects; in others from non-existence to 
existence with small direct effects on rules and 
marginal indirect effects. Paradoxically, in terms of 
the usefulness of the TFV legal provision to direc- 
tors, auditors and non-governmental rule-makers, 
perhaps the greatest change in effects from 1970 to 
date has been in the UK. 
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Appendix I 
Translations of Words in Table 2 and Elsewhere 


Netherlands 
gevormd 


geeft getrouw, duidelijk en 
stelselmatig 


een getrouw beeld geven 
Denmark et palideligt billede 


et retvisende billede 


geeft een zodanig inzicht dat een 
verantwoord oordeel kan worden 


presents an insight such that a 
well-founded opinion can be formed 


presents faithfully, clearly and 
consistently (over time) 
present a faithful picture 

a faithful picture 

a right-looking picture 


Germany 


France 


Greece 


Spain 


Portugal 


Italy 


(unter Beachtung der Grundsätze 
ordnungsmassiger Buchführung) ein 
den tatsächlichen Verhältnissen 
entsprechendes Bild 

une image fidèle 

ten pragmatiki ikona 

una (la) imagen fiel ... (de 
conformidad con las disposiciones 
legales) 

uma imagem fiel 

uma imagem verdadeira e apropriada 
un quadro fedele 


rappresentare in modo veritiero e 
corretto 


(in compliance with accepted 
accounting principles) a picture in 
accordance with the facts 

a faithful picture 

the real picture 

a (the) faithful picture ... (in 
conformity with the legal provisions) 
a loyal view 

a true and appropriate view 

a faithful picture 


presents in a true and correct way 
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An Empirical Study of the Audit 
Expectation-Performance Gap 


Brenda Porter* 


Abstract—The critical, litigious environment which characterises auditing today can be traced to the audit 
expectation-performance gap. Defined as the gap between society’s expectations of auditors and auditors’ perceived 
performance, it is seen to comprise ‘reasonableness’ and ‘performance’ components, the latter being subdivided into 
‘deficient standards’ and ‘deficient performance’. Empirical research was conducted in New Zealand in 1989 to 
investigate the audit expectation-performance gap. The study enables the duties which constitute the reasonableness, 
deficient standards and deficient performance components of the gap to be identified. It also provides the means 
to estimate the relative contribution of the duties to their respective components, and of the components to the overall 
gap between society’s expectations of auditors and auditors’ perceived performance. The research provides new 
insights into the structure, composition and extent of the audit expectation-performance gap but, more importantly, 
it signals a rational, comprehensive approach towards narrowing the gap. If adopted, this should bring society’s 
expectations of auditors and auditors’ performances into closer accord and, as a consequence, reduce the criticism 


and litigation which auditors face today. 


Introduction 


A review of daily newspapers and of business and 
financial journals over recent times leaves little 
room for doubt that auditors throughout the 
English-speaking world are facing ‘a liability crisis 
and a credibility crisis’ (Russell, 1986, p. 58). Until 
recently, criticism and litigation were character- 
istics of the audit environment primarily in the 
United States and Britain. However, as companies 
have collapsed in New Zealand in the wake of the 
October 1987 stockmarket crash, frequently with- 
out warning and often amid allegations of fraud 
or other disreputable acts by company directors, 
the credibility of New Zealand auditors has been 
called into question. At the present time, a signifi- 
cant number of accountancy firms in New Zealand 
are facing litigation based on claims of auditors’ 
negligence. 

The widespread criticism of, and litigation 
against, auditors indicates that there is a gap 
between society’s expectations of auditors and 
auditors’ performance, as perceived by society.' 
The present writer has conducted research to 


*The author is professor of accountancy, Massey University, 
NZ. She acknowledges the helpful comments received on earlier 
drafts of this paper from Professor Philip Gendall of Massey 
University, from participants at the Conference on Auditing, 
Bristol, UK; the British Accounting Association Conference, 
Salford, UK; and the 2nd Asian-Pacific Conference on Inter- 
national Accounting Issues, Vancouver, Canada; and also from 
the two anonymous referees. 

Society’ is defined to mean the population at large, inclusive 
of auditees and users of financial statements, but exclusive of 
auditors. It thus coincides with all non-auditors. This is consist- 
ent with the meaning ascribed to the word in the Cohen 
Commission Report (CAR, 1978). The Cohen Commission also 
used the term ‘the public’ to mean the same thing. 
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investigate this gap. The research has produced a 
formal definition of the gap, identification of its 


structure and composition, and measurement of , 


its component parts. In this paper the research 
findings are reviewed. As the literature based por- 
tion of the research has been reported elsewhere 
(Porter, 1991), the definition and postulated 
structure of the gap which resulted therefrom are 
outlined only briefly. The paper focuses on the 
empirical research designed to test the postulated 
structure and to establish the composition and 
extent of the gap and its constituent parts. 

More specifically, the paper reports the findings 
of a mail survey conducted in 1989 to ascertain the 
opinions of auditors’ interest groups in New 
Zealand regarding auditors’ existing duties, the 
standard of performance of these duties, and the 
duties that auditors should perform. It explains 
how the duties which may reasonably be expected 
of auditors—duties which form the linchpin in 
narrowing the audit expectation-performance 
gap-—have been identified. It also provides details 
of the duties constituting each of the gap’s com- 
ponents and of the relative contribution of each 
component to the overall gap. The paper concludes 
by arguing that the research has provided new 
insights into the audit expectation-performance 
gap which enable attempts to narrow it to proceed 
on a more rational and comprehensive basis than 
has hitherto been the case. 

The research reported here complements and 
extends that conducted by Lee (1970) and Beck 
(1974). These earlier researchers investigated, inter 
alia, the duties which auditors were expected to 
perform in the late 1960s and early 1970s, in 
Britain and Australia, respectively. 


Figure 1 
Stracture of the Andit Expectation-Performance Gap 
Perceived 
Performance 
of Auditors 


Ë 


Audit Expectation-Performance Gap 
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Society’s 
Expectations 
of Auditors 


«— Reasonableness Gap—> 


‘Duties defined by the law and professional promulgations. 
2Duties which are cost-beneficial for auditors to perform. 





Definition and structure of the audit expec- 
tation-performance gap 


It appears that Liggio (1974) was the first to 
apply the phrase ‘expectation gap’ to auditing. He 
defined it as the difference between the levels of 
expected performance ‘as envisioned by the inde- 
pendent accountant and by the user of financial 
statements’ (p. 27). This definition was extended a 
little in the Cohen Commission’s (CAR, 1978) 
terms of reference. The Commission was charged, 
inter alia, to ‘consider whether a gap may exist 
between what the public expects or needs and what 
auditors can and should reasonably expect to 
accomplish’ (p. xi). However, it is considered that 
both of these definitions are too. narrow in that 
they do not recognise that auditors may not ac- 
complish ‘expected performance’ (Liggio) or what 
they “can and reasonably should’ (CAR). They do 
not allow for sub-standard performance. It is 
submitted that the gap which gives rise to criticism 
of auditors is that between what society expects 
from auditors and what it perceives it receives from 
them. It is therefore proposed that the gap, more 
appropriately entitled ‘the audit expectation- 
performance gap’, be defined as the gap between 
society’s expectations of auditors and auditors’ 
performance, as perceived by society. 

Given this definition, analysis indicates that the 
gap has two major components: 


1. a gap between what society expects auditors 
to achieve and what they can reasonably be 
expected to accomplish (designated the 
‘reasonableness gap’); 

2. a gap between what society can reasonably 
expect auditors to accomplish and what they 
are perceived to achieve (designated the ‘per- 
formance gap’). This may be subdivided into: 


2.1 a gap between the duties which can 
reasonably be expected of auditors and 
auditors’ existing duties as defined by the 
law and professional promulgations 
(‘deficient standards’); and ` 

2.2 a gap between the expected standard of 

_ performance of auditors’ existing duties 
and auditors’ perceived performance, as 

` expected and perceived by society (‘defi- 
cient performance’). 


This structure of the audit expectation-perform- 
ance gap is represented in Figure 1. 


Methodology of the empirical research 


In order to test the postulated structure of the 
audit expectation-performance gap, a mail survey 
was conducted. Some 1,700 questionnaires were 
sent to randomly selected members of groups in 
New Zealand who are affected in some way by the 
work of external auditors. (These groups are re- 
ferred to as ‘interest groups’.) The questionnaires 
were designed to ascertain the groups’ opinions 
about auditors’ existing duties, the standard of 
performance of these duties, and the duties that 
auditors should perform. 

Two versions of the questionnaire were pre- 


1. a ‘financial community’ version, designed for 
groups who could be expected to be fairly 
familiar with the work of external auditors; 
for example, auditors themselves, officers of 
public companies, financial analysts, and 
auditing academics; and 

2. a ‘general public’ version. This was designed 
for groups such as lawyers, financial journal- 
ists, and members of the general public, who 
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could be expected to be less familiar with the 
audit function. 


The format and substance of the two versions of 
the questionnaire were the same: they differed only 
in the detail of some questions asked. The groups 
receiving each version of the questionnaire and 
their respective response rates are presented in 
Table 1. 

The questionnaire provided a list of 30 suggested 


duties of auditors (15 in the general public ver- 


sion)’ and respondents were asked to select appro- 
priate responses to three questions: 


1. Is the duty an existing duty of auditors? 

2. If the duty is an existing duty of auditors, 
how well is it performed? 

3. Should the duty be performed by auditors? 


For the questions: ‘is the duty an existing duty of 
auditors?’ and ‘should the duty be performed by 
auditors?’, the options ‘yes’, ‘no’ and ‘not sure’ 
were provided. These were coded +1, —1, 0, 
respectively. Consequently (referring to Tables 2 
and 5), where the mean of responses from an 
interest group is positive, this signifies that the 
group considered the particular duty is, or should 
be (as applicable), a duty of auditors. The converse 
applies where the mean of a group’s responses is 
negative.’ The absolute value of the mean (ranging 
from a possible 100 to 0) indicates how widely the 
opinion was shared by members of the group. 

In relation to how well auditors perform their 
duties, respondents were asked to select the appro- 
priate response from ‘poorly’, ‘adequately’, ‘well’, 
and ‘unable to judge’. These options were coded 1, 
2, 3 and 0, respectively. As a result (referring to 
Tables 3 and 4), if the mean of responses from an 
interest group for a particular duty is less than 2.0, 
this suggests, prima facie, that members of the 
group (excluding those who were ‘unable to judge’) 
considered that auditors’ performance of the duty 
was inadequate or unsatisfactory. 

However, judging whether performance is ade- 
quate or otherwise tends to involve a range rather 
than a point measurement. Therefore, whilst recog- 
nising the arbitrary nature of any number selected 
to distinguish between adequate and inadequate 


*Some of the suggested duties presented in the general public 
version of the questionnaire were expressed in general terms and 
embraced more than ons suggested duty in the financial com- 
munity version. Each of the following groups of duties listed in 
the financial community version was broadly equated with one 
duty in the public version: duties 2.8a and 2.8b; 2.10a, 
2.10b, 2.10c and Te 2.1lla,2.11b,2.1ic, 2.14a and 2.14b; 2.13a 
and 2.13b. Additionally, the following duties which were in- 
cluded in the financial community version had no equivalent in 
the general public version: duties 2.5a, 2.9, 2.12 and 2.16 to 2.20. 
(See Appendix for key.) 

3For convenience, the means of responses are expressed as 
whole numbers (that is, the mean calculated as a decimal 
multiplied by 100). 
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performance, for the purposes of the study 1.9 was 
adopted as the point of differentiation. This is 
supported by an additional test used to identify 
duties considered by respondents to be performed 
unsatisfactorily by auditors, namely, 20% or 
more of an interest group signifying that a particu- 
lar duty is performed poorly. This is discussed 
below. 

In order to ascertain whether generalised con- 
clusions could be drawn from the survey results 
about the opinions of the interest groups, the 
Wilcoxon signed-ranks ‘test was applied to the 
interest group responses. Similarly, the Mann- 
Whitney test was used to establish whether differ- 
ences of opinion evident in the responses of 
different interest groups were statistically signifi- 
cant. In each case a significance level of 0.05 was 
adopted. 


Knowledge of auditors’ existing duties 


From an examination of statute law, case law and 
professional promulgations, ten of the suggested 
duties listed in the questionnaire were identified. as 
existing duties of auditors in New Zealand (Porter, 
1990). These are shown in Table 2, together with 
the means of the interest groups’ responses. (The 
duty numbers used in the financial community 
version of the questionnaire are shown at the left 
of the table for reference purposes.) 

Although it is interesting to study the opinions 
of the interest groups and to speculate on reasons 
for differences, the significance of this portion of 
the research lies in the apparent lack of knowledge 
about auditors’ duties which it revealed.* This lack 
of knowledge is reflected in the existing duties of 
auditors which the interest groups failed to identify 
correctly. As shown in Table 2, the interest groups 
(overall) failed to recognise four of auditors’ exist- 
ing duties (duties 2.8a, 2.11b, 2.13a and 2.14a). 
(The means of responses to these duties are nega- 
tive.) However, it should be noted that for duties 
2.8a and 2.13a the survey results are not statisti- 
cally significant. 

Analysis of Table 2 suggests that the knowledge 
of the individual interest groups about auditors’ 
existing duties is, in general, less accurate than that 
of the interest groups (overall), Auditors failed to 
recognise five of their existing duties (duties 2.8a, 
2.8b, 2.11b, 2.13a and 2.14a). These all relate to 
detecting or reporting either theft of corporate 
assets by company employees or managers, or 
other illegal acts by company officials which 


‘It is acknowledged that, given certain assumptions, duties 
identified in Table 2 as existing duties of auditors could be 
classified legitimately as not existing duties of auditors (and vice 
versa), and that some respondents may have made such as- 
sumptions. Nevertheless, it is submitted thdt the survey results 
provide an indication of the extent of the relative ‘knowledge 
gap’ of the identified interest groups. 
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Table 1 
Interest Groups included in the Mail Survey and their Response Rates 


Replacements 


From Total Returned % 
From blank number No blank Usable Usable 
Interest Group RTS! returns surveyed response forms responses responses 


Financial Community 
eei o nisi . 


Auditors 
Audit Partners 
Non-partner Audit Staff 


Auditees 
Company Executives2 
Non-executive Directors’ 
Chief Accountants* 
Internal Auditors 


Audit beneficiaries 

—financial community 
Financial Analysts 
Stockbrokers? 

. Institutional Investors‘ 
Corporate Division Bankers 
Bankers’ Association 
Members 
Auditing Academics 


6 


Total No. 
% 


General Public 
Questionnaire 
Audit beneficiaries 
—general public 
General Public’ 
Lawyers 
Branch Bank Managers’ 
Financial Journalists 


Total No. 
% 


Combined Totals No. 
% 


‘Return to sender. This includes all questionnaires which were returned without reaching the addressee. 
(Reasons included death, incapacity, and ‘gone, no address’.) 

*These groups comprise officers of public companies only. 

Members of the New Zealand Stock Exchange. 

‘Members of the Life Offices’ Association. 

‘Randomly selected from the Electoral Rolls. 

‘In New Zealand commercial loan decisions are principally made by corporate division bankers, located in 
the banks’ regional head offices. Branch bank managers have very limited lending authority. In general, 
they rarely refer to audited financial statements and have little knowledge of the audit function. (This was 
a finding of the pilot test of the questionnaire and resulted in recognition and classification of the two groups 
of bankers as indicated.) 
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directly affect the company’s accounts.’ Auditees 
failed to recognise the same five duties, but the 
smaller absolute values of the means of their 
responses indicates that they were less agreed in 
their opinion than were the auditors. The auditees 
also incorrectly identified as a duty of auditors, 
duty 2.17 (examining and reporting in the audit 
report on auditee companies’ internal controls). 
(The mean of their responses to this duty is posi- 
tive.) However, this result; like those for duties 
2.8b and 2.13a, is not statistically significant. The 
financial community audit beneficiaries similarly 
failed to recognise as duties of auditors, duties 
2.11b, 2.13a and 2.14a, but, as for auditees, the 
result for duty 2.13a lacks statistical significance. 

In contrast to the financial community interest 
groups which, in general, failed to recognise exist- 
ing duties of auditors, general public audit benefi- 
ciaries incorrectly identified as existing duties of 
auditors, reporting fraud and other illegal acts by 
company officials uncovered during an audit to 
regulatory authorities (duties 2.10 and 2.15).° 

An estimate of the ‘knowledge gap’ of each 
interest group was derived from the group’s re- 
sponses with respect to auditors’ existing duties. 
This is shown in the Appendix. For each interest 
group, the combined proportions of ‘not sure’ and 
incorrect responses to each suggested duty listed in 
the questionnaire were added, to provide a 
measure of the group’s ‘total knowledge gap’. As 
the number of duties listed in the financial commu- 
nity and general public versions of the question- 
naire differed, to obtain a relative measure of the 
knowledge gap of each interest group, the group’s 
‘total knowledge gap’ was divided by the relevant 
number of duties. This provided a measure of the 
average knowledge gap per duty. 

From the Appendix it is seen that, as might be 
expected, auditors appear to be relatively knowl- 


edgeable about their duties, although just over ` 


20% are, on average, in error or uncertain about 
them. Auditees and financial community audit 
beneficiaries, despite havmg dissimilar relation- 
ships with auditors, appear to have a similar level 
of knowledge about auditors’ duties. Their knowl- 
edge is less good than that of auditors but is 


significantly better than that of general public . 


audit beneficiaries, who seem to have a large 
knowledge gap. The survey results suggest that 
some 60% of general public audit beneficiaries 
have very limited, if any, knowledge about 


As will be seen in the next section of this paper, auditors’ 
lack of knowledge about their existing duties is considered to 
be a major factor contributing to ihe deficient performance gap. 

‘See footnote 2 regarding the suggested duties of auditors in 
the general public version of the questionnaire. Auditors in New 
Zealand have no duty to report to a regulatory authority 
matters uncovered during an audit, except in special circum- 
stances defined by legislation such as the Reserve Bank of New 
Zealand Act 1989. 
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auditors’ duties. It is submitted that this has 
serious implications for the reasonableness gap 
component of the audit expectation-performance 
gap. 


Assessment of auditors’ performance of 
their existing duties 

Two measures were used to identify perceived 
sub-standard performance by auditors: the mean 
of interest group responses with respect to audi- 
tors’ performance of their duties; and 20% or more 
of an interest group signifying that a particular 
duty is poorly performed. The mean of responses 
from an interest group provides a useful indicator 
of their overall assessment of auditors’ perform- 
ance of duties. However, for purposes of deciding 
whether and what action is required to remedy 
perceived sub-standard performance, a pertinent 
measure is the proportion of respondents signify- 
ing that, in their opinion, auditors perform their 
duties poorly. An interest group, taken as a whole, 
may consider that auditors perform a particular 
duty satisfactorily, yet a significant proportion of 
the group may hold the contrary view and this may 
signal that corrective action is needed. Whilst 
acknowledging the arbitrariness of any point 
measurement used to define ‘a significant pro- 
portion’, for the purposes of the research 20% was 
adopted. It was considered that if 20% or more of 
an interest group adjudged auditors’ performance 
of a duty to be poor, then dissatisfaction is suffi- 
ciently widespread to warrant the profession ini- 
tiating remedial action. It is interesting to observe 
that the duties identified from the means of interest 
group responses as being performed inadequately 
by auditors, and those identified by 20% or more 
of an interest group as poorly performed, generally 
coincide. This is reflected in Table 3. 

From Table 3 it may be seen that, based on the 
means of their responses, the interest groups (over- 
all) considered that auditors do not perform satis- 
factorily six of their duties (the mean of responses 
to these duties is less than 1.9). These duties relate 
to: 


e detecting, and disclosing in the audit report, 
theft of corporate assets by company direc- 
tors/senior management (duties 2.8b and 
2.11b), and illegal acts by company officials 
which directly affect the company’s accounts 
(duties 2.13a and 2.14a); 

e disclosing in the audit report deliberate distor- 
tion of financial information (duty 2.11c) and 
doubts about the continued existence of an 
auditee company (duty 2.5b). 


It is significant that four of these six duties (duties 
2.8b, 2.11b, 2.13a and 2.14a) were not recognised 
by auditors as their existing duties (see Table 2 
above). For five of the same six duties, 20% or 
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more of the Interest groups (overall) indicated that 
auditors perform the duties poorly. The exception 
is duty 2.8b (detecting theft of corporate assets by 
company officials): in this case, 19% of the interest 
groups (overall) signified that the duty is poorly 
performed. 

Analysis of the opinions expressed by the ident- 
ified interest groups reveals, not surprisingly, that 
auditors rate the standard of their performance 
more highly than do the other groups. The means 
of responses from the auditor group are generally 
higher than the corresponding means of responses 
from the other interest groups. Further, while 
auditors as a group acknowledged sub-standard 
performance with respect to just three of their 
duties (duties 2.11b, 2.13a and 2.14a), auditees and 
financial community audit beneficiaries identified 
such performance in relation to seven duties. These 
groups concurred with auditors in relation to 
duties 2.11b, 2.13a and 2.14a, but they considered 
that auditors also do not perform satisfactorily 
duties 2.5b, 2.8b and 2.11c. Additionally, auditees 
signified that auditors’ performance of duty 2.8a is 
unsatisfactory (detecting theft of corporate assets 
by employees), and financial community audit 
beneficiaries conveyed the same opinion about 
duty 2.9 (detecting deliberate distortion of financial 
information) (see Table 3). 

General public audit beneficiaries appear to be 
rather more satisfied with the performance of 
auditors’ duties than auditees and financial com- 
munity audit beneficiaries. The mean of their re- 
-. sponses to duties 2.11b, 2.11c and 2.14a is 1.9, 
indicating that they consider auditors perform 
these duties adequately (just!). However, it needs to 
be remembered that in the general public version 
of the questionnaire these three duties, together 
with duties 2.1la and 2.14b, were presented as a 
single composite duty.’ Thus, the apparent differ- 
ence of opinion between general public audit 
: beneficiaries and the other two non-auditor 
interest groups about auditors’ performance of 
these duties may reflect a difference in the 
questionnaires used rather than a difference of 
opinion. 

Analysis of the duties which 20% or more of the 
identified interest groups adjudged to be poorly 
performed by auditors reveals a picture similar to 
that provided by analysis: of the means of 
the interest groups’ responses. From Table 3 it 
may be seen that, while 20% or more of auditors 
signified that just three of their duties were 
‘poorly performed, six duties were so identified 
by 20% or more of auditees, and seven duties 

‘by 20% or more of both groups of audit benefi- 
_ Ciaries. 


See footnote 2. 
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More than 20% of ali of the interest groups 
(including auditors) indicated that auditors per- 
form poorly the duties: 


e to disclose in the audit report doubts about 
the auditee company’s continued existence, 
and misappropriation of company assets by 
senior company officials (duties 2.5b and 
2.11b); 

è to detect illegal acts by company officials 
which directly affect the company’s accounts 
(duty 2.13a). 


More than 20% of all of the non-auditor groups 
considered that auditors also perform poorly their 
duties to disclose in the audit report deliberate 
distortion of financial information and illegal acts 
by company officials which directly affect the 
company’s accounts (duties 2.11c and 2.14a). Ad- 
ditionally, more than 20% of auditees and general. 
public audit beneficiaries expressed a similar view 
about auditors’ performance of their duty to detect 
theft of corporate assets by senior company 
officials (duty 2.8b), and more than 20% of finan- | 
cial community audit beneficiaries conveyed a: 
similar opinion with respect to the performance of 
auditors’ duties: 


e to state whether financial statements fairly 
reflect the company’s affairs (duty 2.3); and 

e to detect deliberate distortion of financial 
information (duty 2.9) (see Table 3). 


The generally high rating of auditors’ performance 
by auditors was expected. However, an unexpected 
finding of the survey was the high level of agree- 
ment amongst the non-auditor interest groups 
about the standard of performance of auditors’ 
duties, Nevertheless, as indicated above, the opinions 
of these groups do vary. Based on the means of ` 
their responses, the opinions of the non-auditor 
interest groups differed in relation to five duties 
(duties 2.8a, 2.9, 2.11b, 2.11c and 2.14a) and, based 
on 20% or more of an interest group identifying a 
duty as poorly performed, their opinions varied 
with respect to four duties (duties 2.3, 2.8a, 2.8b 
and 2.9). However, notwithstanding that these 
differences of opinion are reflected in the survey 
results, the Mann-Whitney test indicates that none 
of the differences is statistically significant. 


Deficient performance gap 


The deficient performance component of the audit 
expectation-performance gap is defined as the gap 
between the expected and perceived standard of 
performance of auditors’ existing duties, as ex- 
pected and perceived by society® (see Figure 1). 


See footnote I. 
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Consistent with this, the duties contributing to the 
deficient performance gap have been identified on 
the basis of opinions expressed by non-auditor 
respondents taken as a whole. The means of re- 
sponses from this group (designated ‘the society 
group’) and the group’s assessment of auditors’ 
performance of their duties are presented in 
Table 4. 

From an analysis of Table 4, it is submitted 
that seven duties contribute to the deficient per- 
formance component of the audit expectation-per- 
formance gap. For six of these duties (duties 2.5b, 
2.8b, 2.11b, 2.11c, 2.13a and 2.14a), perceived 
sub-standard performance is reflected in both the 
means of society group responses (the means of 
responses are less than 1.9) and by more than 
20% of the group signifying that auditors per- 
form the duties poorly. For the seventh duty, that 
of detecting theft of corporate assets by non- 
managerial employees (duty 2.8a), although only 
19% of the society group indicated that this duty 
is poorly performed, the mean of the group’s 
responses is 1.8. This suggests that the group as 
a whole considered that auditors’ performance of 
the duty is unsatisfactory. Therefore, this duty is 
also recognised as an element of the deficient 
performance gap. The contribution of each of the 
seven duties to the deficient performance gap, 
shown on the right of Table 4, has been estimated 
by reference to the level of unfulfilled expectations 
attaching to the duty. This is reflected in the 
proportion of the society group who signified that 
auditors perform the duty poorly and whose expec- 
tations with respect to the duty are, therefore, not 
being fulfilled. 

As observed earlier, five of the seven duties 
contributing to the deficient performance gap were 
not recognised as existing duties by auditors. This 
may account for their poor performance, as per- 
ceived by society. It also suggests that improved 
education is required for auditors so that they are 
cognisant of their duties under the law and pro- 
fessional promulgations. Nonetheless, it is also 
observed that the two duties causing greatest dis- 
satisfaction with auditors’ performance (duties 
2.5b and 2.11c) were identified as existing duties by 
auditors. 

It is pertinent to note that the four duties 
making the greatest contribution to the deficient 
performance gap (duties 2.5b, 2.11b, 2.11c 
and 2.14a) all relate to (non)-disclosures in the 
audit report. This suggests that non-auditors 
consider that they are inadequately informed by 
auditors about adverse conditions or events 
occurring in auditee companies. It implies 
that non-auditors believe that auditors have 
information which they fail to disclose. It appears 
that this perceived deficiency in auditors’ perform- 
ance could be remedied fairly easily, at little extra 
cost. 
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Ascertaining duties which auditors should 
perform 


As noted earlier, for each suggested duty of audi- 
tors listed in the questionnaire, respondents were 
asked to indicate whether the duty should or 
should not be performed by auditors, or whether 
they were not sure. Reference to Table 5 shows 
that the interest groups (overall) identified 18 of 
the 30 suggested duties as duties auditors should 
perform. (The means of responses to these duties 
are positive.) Not surprisingly, these include the 
ten duties identified by reference to the law and 
professional promulgations as existing duties of 
auditors. 

Table 5 also reveals that the four identified 
interest groups displayed similar opinions about 
the duties auditors should (and should not) per- 
form. Indeed, although the absolute values of the 
means of responses from financial community au- 
dit beneficiaries tend to be larger than the corre- 
sponding means of responses from auditees, 
indicating greater agreement amongst members of 
the former group, the two groups identified the 
same duties as duties auditors should perform. 
However, it should be noted that for two of these 
duties (duties 2.15 and 2.8a), the means of auditees’ 
responses are not statistically significant. 

Although, in general, auditors and general pub- 
lic audit beneficiaries agreed with auditees and 
financial community audit beneficiaries about the 
duties auditors should and should not perform, 
differences between their opinions and those of the 
other two groups are evident. Specifically, as Table 
5 shows, compared with the other groups, auditors 
recognised fewer, and general public audit benefi- 
ciaries more, duties as duties auditors should per- 
form. In view of the potential liability attaching to 
duties auditors are required to perform, their ap- 
parent reluctance to recognise additional duties is 
understandable. However, it is pertinent to observe 
that auditors failed to identify as duties they 
should perform, their existing duties of detecting 
theft of corporate assets by both non-managerial 
employees and company officials (duties 2.8a and 
2.8b). 

As the general public and financial community 
versions of the questionnaire differed, comparison 
of responses from general public audit beneficiaries 
and those of the other interest groups requires 
caution. Nevertheless, the means of responses from 
general public audit beneficiaries shown in Table 5 
suggest that this group adopts a broader perspec- 
tive towards the duties auditors should perform 
than do the other interest groups. This may result 
from the greater distance of this group from the 
audit function and their greater ‘knowledge gap’, 
but it may also reflect a genuine desire by the group 
to see the audit function extended to fulfil a 
perceived social need. 
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Although the opinions of the interest groups 
regarding the duties auditors should (and should 
not) perform are interesting, this part of the re- 
search is particularly important for the assistance 
it provides in identifying the duties which are 
reasonable to expect of auditors. 


Duties reasonably expected of auditors 


As may be seen from Figure 1, identifying the 
duties which may reasonably be expected of audi- 
tors forms the linchpin in narrowing the audit 
expectation-performance gap. It is these duties 
about which society must be educated (to eliminate 
unreasonable expectations) and it is these, duties 
which must be embodied in auditing standards and 
performed by practitioners (to remove ‘the per- 
formance gap). 

In order for duties to be reasonably expected of 
auditors they must be cost-beneficial for auditors 
to perform. In the absence of formal cost-benefit 
analysis, it is submitted that, for the purposes of 
the research, the duties identified by both auditees 
and financial community audit beneficiaries as 
duties auditors should perform provide an accept- 
able surrogate for cost-benefit analysis. These in- 
terest groups may be assumed to be reasonably 
well-informed about the audit function but their 
perspectives are from opposing directions. Audi- 
tees are subject to the auditor’s examination and 
are likely to be particularly cognisant of the costs 
involved. As a consequence, this interest group 
may be expected to tend towards limiting the 
duties ascribed to auditors. Financial community 
audit beneficiaries, on the other hand, rely on the 
auditor’s work and are, therefore, likely to be 
particularly conscious of the benefits which may 
flow therefrom. Thus, in contrast to auditees, 
this interest group may be expected to lean to- 
wards extending auditors’ duties. An interesting 
(and unexpected) finding of the survey is that, 
notwithstanding the differing perspectives of audi- 
tees and financial community audit beneficiaries, 
and their potential bias in opposite directions, 
these two interest groups identified the same 18 
duties as duties auditors should perform (see 
Table 5). 

In identifying an acceptable surrogate for cost- 
benefit analysis, it was considered appropriate to 
ignore the opinions of auditors and general public 
audit beneficiaries on the grounds that auditors are 
too closely (and personally) involved in the audit 
function and general public audit beneficiaries are 
too remote from it. However, it is pertinent to 
observe that, when the opinions of these interest 
groups are included in the analysis (reflected in the 
means of responses from the interest groups (over- 
all)), the outcome is unchanged. The same 18 
duties identified by auditees and financial commu- 
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nity audit beneficiaries are identified as duties 
auditors should perform. 

On the basis of the above reasoning, 18 of the 30 
duties listed in the questionnaire are identified as 
duties which are reasonable to expect of auditors. 
These coincide with the duties shown in Table 5 as 
‘duties auditors should perform’. 


Society’ s expectations of auditors 


The mean of responses from an interest group 
refiects the overall opinion of the group as to 
whether a duty should or should not be performed 
by auditors. However, it does not provide a useful 
indicator of the group's expectations of auditors in 
the context of the audit expectation-performance 
gap. An interest group taken as a whole may 
consider that a particular duty should not be 
performed by auditors, yet some members of the 
group may hold the contrary view. If even one 
member of a non-auditor interest group expects 
auditors to perform a duty and they fail to do so, 
this leaves unfulfilled expectations which contrib- 
ute to the audit expectation-performance gap. 
Nonetheless, if only one individual expects audi- 
tors to perform the duty in question, the potential 
consequences of it not being performed are un- 
likely to be sufficiently serious to concern the 
auditing profession. However, if a significant pro- 
portion of an interest group expects auditors to 
perform the duty, their failure to do so may result 
in widespread criticism which could be very dam- 
aging to the profession’s reputation. Whilst ac- 
knowledging the arbitrary nature of any point 
measurement used to define ‘a significant pro- 
portion’, it is considered that if 20% or more of an 
identified interest group signify that a duty should 
be performed by auditors, it warrants further 
examination to ascertain whether it is (or is not) a 
duty which is reasonable to expect of auditors. 

From Table 5 it may be seen that 28 of the 30 
duties listed in the questionnaire were identified by 
20% or more of at least one interest group as 
duties auditors should perform. (Only duties 2.1 
and 2.21 were not so identified.) Table 5 also shows 
that, if allowance is made for some duties not 
appearing in the general public version of the 
questionnaire, the duties so identified by 20% or 
more of the three non-auditor interest groups are 
very similar. Indeed, more than 20% of all three 
interest groups recognised the same 25 duties as 
duties auditors should perform. However, more 
than 20% of general public audit beneficiaries 
considered that, in addition to these 25 duties, 
auditors should perform the duty of examining 
evidence to verify every transaction of the auditee 
company (duty 2.22). Further, whilst acknowledg- 
ing that the general public version of the question- 
naire did not distinguish between illegal acts 
by company officials which directly affect the 
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company’s accounts and those which do not, it 
appears that more than 20% of this interest group 
believed that auditors should also perform the 
duties of detecting, and disclosing in the audit 
report, illegal acts by company officials which do 
not directly affect the company’s accounts (duties 
2.13b and 2.14b).? 

As observed above, duties identified by at least 
20% of an interest group as duties auditors should 
perform are considered to warrant further examin- 
ation to ascertain whether they are duties which it 
is reasonable to expect of auditors. Of the 28 duties 
qualifying for further examination, ten are found 
not'to be duties reasonably expected of auditors, as 
they do not meet the cost-benefit criterion ex- 
plained above. As Table 5 shows, these are the 
duties to: 


e guarantee that audited financial statements 
are completely accurate, and that the auditee 
company is solvent (duties 2.2 and 2.4); 

e report breaches of tax laws to the Inland 
Revenue Department (IRD) (duty 2.7); 

e disclose in the audit report, and to report to 
a regulatory authority, theft of corporate as- 
sets by non-managerial employees (duties 
2.10a and 2.1 1a); 

e detect, and to disclose in the audit report, 
illegal acts by company officials which do not 
directly affect the company’s accounts (duties 
2.13b and 2.14b); 

e examine and report (in the audit report) on 
the fairness of non-financial information and 
the efficiency and effectiveness of the auditee 
company’s management (duties 2.16 and 
2.18); 

e verify every transaction of the auditee com- 
pany (duty 2.22). 


A review of these duties shows that their failure to 
meet the cost-benefit test is not difficult to explain. 
If auditors were to guarantee that audited financial 
statements are accurate, or that an auditee com- 
pany is solvent (duties 2.2 and 2.4), they would 
almost certainly have to examine every transaction 
of the auditee company (duty 2.22). Such an 
_ undertaking, even in moderately sized economic 
organisations, would greatly increase audit costs 
without, apparently, generating a commensurate 
increment in benefit. 

With respect to auditors reporting theft of cor- 
porate assets by non-managerial employees (duties 
2.10a and 2.11la), it is generally accepted that 
corporate managements establish systems of in- 
ternal control, iter alia, to prevent and detect such 
theft. Auditors have an existing duty to detect 
material theft of corporate assets by non-manage- 


*Comments made by general public audit beneficiaries in 
response to open-ended questions included in the questionnaire 
provide strong support for this conclusion. 
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rial employees which escapes the internal control 
net, but, providing they report such theft to the 
company’s management, that is generally where 
their responsibility ends (Porter, 1990, Chapter 7). 
To require auditors to report theft of this nature in 
the audit report, or to a regulatory authority, 
would involve additional audit costs and might 
also have an adverse affect auditor-client relations. 
These added costs seem likely to outweigh any 
benefits which would ensue from auditors perform- 
ing the additional reporting duties. 
_ The duties of detecting and disclosing illegal acts 
by company officials which do not directly affect 
the company’s accounts (duties 2.13b and 2.14b) 
seem rather remote from auditors’ traditional 
specialist field of accountancy. The same is true of 
examining and reporting'on the fairness of non- 
financial information and on the efficiency and 
effectiveness of the auditee company’s manage- 
ment (duties 2.16 and 2.18). Although the compe- 
tence of auditors (or audit teams) could, no doubt, 
be extendéd to accommodate these duties, it seems 
that it would not be cost-effective at the present 
time to require auditors to perform these duties.’ 
The duty most difficult to explain, in terms of its 
rejection on cost-benefit grounds as a duty which 
is reasonable to ‘expect of auditors, is that of 
reporting breaches of tax laws to the IRD (duty 
2.7). This duty falls within auditors’ expertise in 
accounting and its performance would seem to 
involve little additional audit cost. Further, some 
benefit could be anticipated in terms of increased 
government revenues for social spending. How- 
ever, in New Zealand there appears to be wide- 
spread antagonism towards the IRD and a sense 
that tax avoidance is ‘fair game’. It is therefore 
considered that the main costs attaching to audi- 
tors performing this duty lie in the negative atti- 
tudes towards auditors which would be likely to 
result. Where such attitudes caused auditor-client 
relations to deteriorate, other auditing tasks could 
become more difficult to perform, causing an in- 
crease in audit time and cost. On balance, it seems 
that the social and economic costs resulting from 
auditors performing this duty may well outweigh 
the social and economic benefits gained. 


The reasonableness gap and the deficient 
standards gap 


As noted above, of the 28 duties identified by 
20% or more of a non-auditor interest group as 
duties auditors should perform, ten fail the cost- 
benefit test. It is clearly not reasonable to expect 
auditors to perform these duties and each contrib- 
utes to the reasonableness gap component of the 


‘Tt should be noted that auditors of public sector organis- 
ations in New Zealand are required to evaluate the efficiency 
and effectiveness of the organisation’s management. 
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audit expectation-performance gap. An estimate of 
the relative contribution of each duty to the 
reasonableness gap may be derived from the pro- 
portion of the society group!! who signified that the 
duty in question should be performed by auditors 
(see Table 5). The greater the proportion of the 
group who (unreasonably) expect auditors to per- 
form the duty, the greater the level of unfulfilled 
expectations attaching to the duty and, thus, con- 
tribution to the reasonableness gap. The ten duties 
constituting the reasonableness gap, and the 
relative contribution of each, are shown in 
Figure 2. 

Of the 18 duties which meet the cost-benefit 
criterion, and thus qualify as duties which are 
reasonable to expect of auditors, ten are existing 
duties of auditors (see Table 5). The other eight 
duties, which are reasonably expected but not 
currently required of auditors, contribute to the 
deficient standards component of the audit expec- 
tation-performance gap. Auditing standards need 
to be extended to encompass these duties, namely: 


e to report to a regulatory authority doubts 
about an auditee company’s continued exist- 
ence (duty 2.5a), misappropriation of corpor- 
ate assets by company officials (duty 2.10b), 
deliberate distortion of financial information 
(duty 2.10c), suspicions of fraud (duty 2.12), 
and illegal acts uncovered in an auditee com- 
pany (2.15); 

@ to examine and report (in the audit report) on 
the company’s internal controls, and the fair- 
ness of its financial forecasts”? (duties 2.17 and 
2.20); 

- @ to audit half-yearly company reports (duty 
19). 


Reviewing these duties it is pertinent to observe 
that: 


1. Five of the eight duties involve reporting to 
a regulatory authority matters of concern 
uncovered during an audit. It appears that 
auditors’ duties could be extended fairly eas- 
ily, at little additional audit cost, to embrace 
these duties. However, before this is done, the 


HAN non-auditors, see page 61 above. 

'2In September 1990 the New Zealand Society of Accountants 
issued Auditing Guideline 20: The Examination of Prospective 
Financial Information. This guideline (which is based on Inter- 
national Standard on Auditing 27 with the same title) does not 
impose on auditors a general duty to examine and report on 
prospective financial information: rather, it provides ‘guidance 
S ht 5 E Í 3 33 
examine prospective financial information and... reporting the 
results of such an engagement’ (para 7). This is undoubtedly a 
step towards meeting society’s expectations of auditors per- 
forming a general duty of examining and reporting on financial 
forecasts, but it seems to fall well short of those expectations. 
Indeed, for auditors to meet society’s expectations in this 
regard, auditee companies need to accept a duty to provide 
financial forecasts in their annual reports. 
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appropriate authority to which auditors 
should report needs to be identified, and legal 
protection provided for auditors against 
possible claims of breach of client confiden- 
tiality and, in some cases, defamation of 
character, where matters of concern are re- 
ported to the authorities in good faith and on 
reasonable grounds. 

2. Six of the eight duties relate to auditors acting 
as society's corporate watchdogs. It is 
suggested that this finding may indicate 
that society is becoming more aware of 
the importance of auditors fulfilling this func- 
tion and that further extensions of their du- 
ties in this area may be a in the 
future.'* 


As for the reasonableness gap, an 2stimate of the 
relative contribution of each duty to the deficient 
standards gap may be derived from the proportion 
of the society group who signified taat they expect 
the duty in question to be performed by auditors 
(see Table 5). The greater the proportion of 
the group who considered that the duty should 
be performed by auditors, the greater the level 
of unfulfilled expectations attaching to the duty 
and contributing to the deficient standards gap, 
as a result of its non-performance. The duties 
constituting the deficient standards gap, and 
the relative contribution of each, are presented in 


Figure 2. 


Conclusion 


The audit expectation-performance gap has been 
defined as the gap between society’s expectations 
of auditors and auditors’ performance, as per- 
ceived by society. It has been postulated that this 
gap has two major components: a reasonableness 
gap and a performance gap, the latter being 
subdivided into deficient standards and deficient 
performance. Empirical research, outlined in this 
paper, has provided strong support for this postu- 
lated structure. 

All but five of the 30 suggested duties of auditors 
listed in the questionnaire were found to contribute 
to the audit expectation-performance gap. Two 
duties, namely, preparing the auditee company’s 
financial statements (duty 2.1), and considering 
and reporting on the impact of an auditee com- 
pany on its local community (duty 2.21), were 
found to be neither existing nor expected duties of 
auditors. The other three exceptions are existing 


Of the ten existing duties of auditors (see Table 5), five relate 
to the corporate watchdog aspect of their function and five to 
the monitoring of accountability reports (see Porter, 1990). 

It is noted that the auditing profession, particularly in 
Britain, has taken steps recently to acknowledge greater respon- 
sibility for corporate watchdog duties, especially in relation to 
corporate fraud (see Porter, 1992). 
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duties of auditors which were perceived to be 
performed satisfactorily. These are the duties: 


e to state whether the financial statements fairly 
reflect the company’s financial affairs (duty 
2:3); 

e to ensure that auditee companies comply with 
companies’ legislation (duty 2.6); 

e to detect deliberate distortion of financial 
information (duty 2.9). 


Of the remaining 25 duties listed in the question- 
naire, seven were found to contribute to the defi- 
cient performance gap, eight to the deficient 
standards gap and ten to the reasonableness gap 
(see Figure 2). 

As explained earlier, an estimate of the relative 
contribution of each duty to its respective com- 
ponent of the audit expectation-performance gap 
may be derived from the proportion of the society 
group whose expectations with respect to the duty 
are not being fulfilled. This process may be taken 
a step further. If the measure of unfulfilled expec- 
tations associated with the duties contributing to a 
particular component of the audit expectation- 
performance gap are added, a measure of society’s 
unfulfilled expectations attaching to the com- 
ponent is obtained. From this, the relative contri- 
bution of each component of the overall gap 
between society’s expectations of auditors and 
auditors’ perceived performance may be calcu- 
lated. From Figure 2 it may seem that, calculated 
in this way, half of the gap (50%) is attributable to 
deficient standards, 34% results from society hold- 
ing unreasonable expectations of auditors, and 
16% derives from perceived sub-standard perform- 
ance by auditors. 

It is submitted that the current widespread 
criticism of, and litigation against, auditors is a 
ramification of auditors failing to met society’s 
expectations of them and, further, that such failure 
is serving to undermine confidence in auditors and 
the work they do. If irreparable damage to the 
profession’s standing in society is to be prevented, 
urgent and effective action to narrow the audit 
expectation-performance gap is needed. 

In recent years, the auditing profession, particu- 
larly in Britain and. the United States, has taken 


'SNarrowing each component of the gap is discussed, and 
detailed recommendations are provided, in Porter 1990, 
Chapter 9. 
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some positive steps to narrow the gep, but gener- 
ally these have been fire-fighting in nature, targeted 
to quell the most vociferous and scathing criticism 
of auditors, or they have been enforced by legis- 
lation (primarily relating to the financial services 
sector) designed to serve specific objectives (Porter, 
1991). It is argued that this is not a satisfactory way 
to proceed. 

The research reported here has provided new 
insights into the structure, composition and extent 
of the audit expectation-performance gap but, 
more importantly, it has signalled a more rational 
and comprehensive approach towards narrowing 
the gap. The research has indicated that once a 
discrepancy between society’s expectetions of audi- 
tors and auditors’ perceived performance is de- 
tected (that is, once auditors’ performance of, or 
failure to perform, a duty is criticised by a signifi- 
cant proportion of society, or of an irterest group), 
the duty in question should be analysed to identify 
which component of the gap it represents. Once a 
duty is associated with a specific component of the 
pap, appropriate corrective action is almost self- 
evident. It is submitted that, if the profession 
adopts this apprcach towards narrowing the audit 
expectation-performance gap, rapid progress will 
be made towards bringing society’s expectations of 
auditors and auditors’ performance into closer 
accord and, thus, in reducing the criticism and 
litigation which auditors face today 
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The Relation between Returns and 
Earnings: Evidence for the UK 


Norman Strong* 


Abstract-—This paper presents an empirical study of the explanatory power of annual earnings figures for annual 
stock returns using UK data. The analysis is performed on a sample of companies, with varying year-ends, over 
the period 1969-1990. The research exploits Ohlson’s recent theoretical contributions to the study of the valuation 
relevance of accounting information, and it complements a study by Easton and Harris (1991) on US data. Similar 
to the results of Easton and Harris, the results for the UK provide consistent evidence that both earnings levels and 
earnings differences have significant explanatory power for secufity returns. However, unlike Easton and Harris, the 
evidence from individual year regressions suggests that changes in earnings rather than the level of earnings may 
be more important in explaining security returns in the UK. 


Introduction 


Study of the relation between stock returns and 
earnings figures goes back to the seminal article of 
Ball and Brown (1968) which, together with Beaver 
(1968), probably represent the founding landmarks 
for the whole field of market-based accounting 
research. Early work considered the significance of 
the relation between returns and earnings. Ball and 
Brown found a significant relation between the 
sign of unexpected earnings and the sign of associ- 
ated stock price changes. Their suggestion that the 
study should be extended to investigate the size, 
and not just the sign, of the earnings change was 
taken up by Beaver et al. (1979) who found a 
significant positive (rank) correlation between un- 
expected earnings changes and unexpected security 
returns. One of the earliest papers to adopt a 
regression approach to the analysis of the returns- 
earnings relationship was Beaver et al. (1980). 
. Employing a cross-sectional regression of percent- 
age change in stock prices on percentage change in 
earnings, Beaver et al. (1980) found a statistically 
significant earnings response (slope) coefficient at 
the individual security level in each of the nineteen 
years, from 1958 to 1976, covered by their study. 

The results and achievements of this field of re- 
search have more recently been reappraised and, to 
some extent, questioned by Lev (1989). In review- 
ing twenty years of empirical research subsequent 
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to the original studies of Beaver, and Ball and 
Brown, Lev points out that a consistent result 
thrown up by this research is the remarkably low 
explanatory power of earnings for stock returns. 
Although there is a significant relation between 
earnings and returns, earnings is typically able to ex- 
plain only a small percentage (less than 10 percent) 
of the contemporaneous change in stock price.' 

One possible explanation offered by Lev (1989) 
for the low returns-earnings association is meth- 
odological weakness in the modelling, specification 
and estimation of the returns—earnings relation. 
For example, a characteristic common to the ma- 
jority of studies of the relation between returns and 
earnings is that the earnings variable is specified in 
first difference form. That is, changes in share price 
are modelled as reacting to some measure of the 
change in earnings. Theoretical work by Ohlson 
(1989) has suggested the possibility that the effect 
on stock returns of persistent and transitory com- 
ponents of the earnings process is properly cap- 
tured by including an earnings yield variable (the 
level of earnings) as well as the first difference in 
earnings as an explanatory variable. An empirical 
study by Easton and Harris (1991) offers some 
corroborative evidence for this proposition. The 
current paper offers further evidence on this spe- 
cification issue for the relation between returns and 
earnings and provides a comparison to the study of 
Easton and Harris. An additional contribution is 
that evidence is provided on the returns-earnings 
relation in the UK where, by comparison with the 
US, much less research has been undertaken. 
Board and Day (1989) is one of the few papers 
systematically to examine the link between earn- 
ings and share prices for UK companies. For a 


'For example, Beaver et al. (1980) find an average R? of 0.07 
for their year-by-year regressions on cross-sections of individual 
securities. 
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sample of 39 manufacturing companies, Board and 
Day find an (arithmetic) average R? over the 
sixteen year period 1962-1977 of 13 percent for the 
relation between unexpected share ps change 
and unexpected earnings.2 

The remainder of the paper is organised as 
follows. The next section models the form of the 
relation between stock price changes and account- 
ing earnings. The following section reports on how 
the sample of companies for study was selected and 
provides further detail on the research design. A 
brief analysis of the study sample is provided in the 
fourth section. Details of the regression equations 
are given in the fifth section, and the following 
section reports the regression results. Conclusions 
are given in the final section. 


Modelling the relation between returns and 
carmings 

The proposition that both earnings levels and 
earnings changes potentially affect stock returns 
has been illustrated in a relatively simple setting by 
Easton and Harris (1991) and Penman (1991), 
drawing on research in Ohlson (1989, 1991, 1992). 
An intuitive justification for the proposition can be 
given as follows. 


Returns and Earnings Changes 

First, consider the proposition that stock price is 
a (price-earnings) multiple of earnings. Arguing 
along the lines of Black (1980), value is then 
measured by the earnings figure rather than the 
book value figure. Notationally, we have: 


= $, E, (1) 


where 


V, is the equity capitalisation of company j at time z; 
@, is the price-earnings ratio or multiple for com- 
pany j; an 
E, is the reported earnings of company j in period ¢. 
Equation (1) captures the idea that investors are 
prepared to pay ‘d; times earnings to buy shares 
in the company. Taking first differences in 
equation (1) and dividing through by V,- gives a 
relation between price changes, or returns, and 
earnings changes, 


(2) 


The relation between returns and earnings cap- 
tured by equation (2) models earnings as a perma- 
nent process. This assumption about earnings is 


*The figure of 13 percent is an average for one measure of 
unexpected earnings (return on investment). Board and Day in 
fact considered three alternative measures of earnings and 
concluded that traditional return on investment figures yield 
more information in explaining returns. 
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consistent with the ‘naive’ earnings expectation 
model of the original study of Ball and Brown (see, 
in particular, Ball and Brown, 1968, p. 613) and 
was adopted explicitly or implicitly by numerous 
subsequent studies. With earnings following a per- 
manent process and a price-earnings ratio of, say, 
twelve, a £1 increase in earnings results in a £12 
increase in market value. 


Returns and Earnings Levels 

An alternative to the approach of earnings as a 
measure of value is to assume that the company 
trades at a given market-to-book-value ratio. The 
following gives the flavour of the analysis. Nota- 
tionally, we have: 


Vin = 9 By (3) 


where 

p, is the ratio of company j’s market value to its 

equity book value; and 

B, is the equity book value of company j at time t. 
Taking first differences in equation (3) and 

adopting the so-called ‘clean surplus condition’ in 

simplified form,’ B,—B,.,=£,, results in an 

equation relating returns to earnings levels: 

Vem Vn-1_ By 4 
i= P; P (4) 

The relation between returns and earnings cap- 

tured by equation (4) models earnings as a transi- 

tory process. With earnings following a transitory 


process a £1 increase in earnings results in the same 
£1 increase in market value. 





R, = 


Ohlson’s Theoretical Framework 

Results similar to equations (2) and (4) are 
contained in Ohlson’s (1989) analysis of the role of 
the clean surplus equation in security valuation. 
Ohlson’s general model adopts a VAR(1), or 
Markovian linear information dynamics, for the 
vector of earnings, book value and dividends at 
time z, and assumes risk neutral valuation and the 
absence of arbitrage opportunities. The first ex- 
treme valuation model developed in Ohlson’s 
paper eliminates any role for book value and 
derives the returns-earnings equation,‘ 
Vat Dy— 


Vy -gË Ext) Dy: 


Vai-i Vie 
' (5) 


Ry = V, 


3A complete specification of the clean surplus condition is: 
where D, is the dividend paid to ne shareholders in period 
t. The following subsection gives a more rigorous justification 
for the relation between returns and both earnings changes and 
earnings levels based on the complete specification. 

‘For a more detailed explanation of the derivation of 
equation (5) see the Appendix. 
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Equation (5) contains dividend yield as well as 
(deflated) earnings change as an independent vari- 
able. Easton and Harris (1991) suggest that, in 
empirical work, including an intercept term in the 
returns-earnings relation should be sufficient to 
accommodate dividend yield (on the assumption 
that dividend yield and in particular cross-sectional 
variation in it are small). 

Ohlson’s second extreme valuation model simply 
has market value equal to book value. In the 
context of Ohison’s analysis, the. market-to-book- 
value ratio must equal unity. With V, = B, and the 
clean surplus equation, B, — By- + D, = Ep, this 
results in: 

VED HV Ee l 
kL On Va= A E (@) 

Vir TE 

As Ohlson points out, his more general model 

amounts to a linear combination of equations (5) 

and (6), the company ‘effectively comprising a 

portfolio of a permanent and a transitory earnings 

process. The general model that results is: 


Ry = 





á jt—1 Ñ j-i 
D E 
+k +(I—- k) (m 
Vim Vai ( 


The aim of the current paper is to examine 
relations of the form given by equations (2), (4) 
-~ and (7) in order to provide a better understanding 
of the relationship between stock prices and re- 
ported earnings in the UK. 


Sample selection and research design 


The sample comprised 477 companies, each with 
at least ten consecutive years’ accounting data 
available on the Datastream database during the 
period 1968-1990. A check was made to ensure 
that each company had maintained the same ac- 
counting year-end throughout the period for which 
accounting data were available; however, no re- 
striction, for example to December year-ends, was 
imposed. 

The earnings figure used was Datastream item 
175, After Tax Profit.’ End of month market values 


SAn inconsistency between the theory of the previous subsec- 
tion and accounting practice arises here. This is due to the fact 
that reporting practices in the UK do not normally adhere to 
the convention of the clean surplus equation. That is, because 
some changes to net worth are taken through reserves, perfect 
articulation between the balance sheet and the income state- 
ment does not exist. However, it is noteworthy that the ASB’s 
first Financial Reporting Exposure Draft, issued in December 
1991, called among other things for the disclosure, in a new 
statement of movements on reserves, of comprehensive income 
corresponding to ‘the total of all changes in equity (net assets) 
of a company in a period from transactions and other events 
except those resulting from investments by and distributions to 
equity owners’. 
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for all the sample companies were also taken from 
Datastream. Consistent with the development in 
the previous section and with Christie (1987), all 
independent variables were deflated by market 
capitalisation recorded at the start of the twelve 
month returns period. Monthly returns were taken 
from the LSPD returns file. 

Due to the possibility of temporal variation in 
parameters, the full sample of 477 companies was 
divided into three (sub-) samples according to 
year-end. The three samples were a Novem- 
ber—January sample comprising 224 companies, a 
February—April sample comprising 147 companies, 
and a May—October sample comprising 106 com- 
panies.® A fuller description is given in the follow-: 
ing section. All data handling and statistical 
procedures were subsequently carried out using the 
SAS software system. 


The Choice of Return Window 

In relating price changes to earnings levels or 
changes, the question arises as to the period over 
which returns should be cumulated. For.example, 
consider a company with a December 31 ac- 
counting year-end. Its earnings for the year will 
have been partly anticipated in an interim an- 
nouncement, say in September. Preliminary an- 
nouncement of results for the year might be made 
in March, with the final reports and accounts being 
made available in April. The question arises 
whether the relevant period for observing the price 
change for this company should be exactly syn- 
chronous with the period to which the earnings 
figure relates, January to December, or whether an 
attempt should be made to include the preliminary 
announcement in March or even the issue of the 
final report in April. The former would perhaps be 
more consistent with an analysis of the association 
between price changes and earnings—a study that 
investigates whether the factors that explain earn- 
ings also explain returns. A concern to include any 
price reaction to the earnings announcement itself 
would suggest the latter approach. The research 
literature offers no clear direction in this choice.’ 

In addition, the question of whether a twelve 
month return period is appropriate has been 
analysed by Collins and Kothari (1989). On the 
basis of maximising the R?, Collins and Kothari 
decided in favour of a 15-month period beginning 
in August of year t — 1 for large and medium-sized 
firms and in November for small firms.’ 


Measures taken to remove outliers in some of the subsequent 
regressions reduced the sample sizes slightly below the original 
numbers. 

"For example, when examining December 31 year-end com- 
panies, Beaver et al. (1980) choose the twelve months ending 
December 31, while Easton and Harris (1991) choose the twelve 
months ending March 31. 

*The implications for the regression analysis of overlapping 
observations on the dependent variable is not clear. 
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In the current study the cumulation period cho- 
sen is the twelve month period ending four months 
after the accounting year-end for the company. So, 
for example for a December year-end company, 
the cumulation period runs from the beginning of 
May of year t through to the end of April of year 
t + 1. Although it would be an interesting issue to 
address, no attempt has been made to select the 
period that gives the greatest degree of association 
between returns and earnings. Rather the cumu- 
lation period has been chosen in an attempt to 
include the preliminary earnings announcement, 
the assumption being that, for a December year- 
end company, this is made no later than April of 
the following year. Given the specification of re- 
turns on the LSPD database as continuously com- 
pounded returns, the process of cumulation results 
in a return for a twelve month holding period. 


Analysis of the sample companies 


_ The representativeness of the companies in each 

: Of thie. three samples was assessed by comparing 
~ them with the constituents of the FT-Actuaries 
All-Share Index? according to industrial classifi- 
cation. The comparison showed that, ignoring the 
‘Financial etc.’ industrial classification, where 
there are difficulties over data availability, the 
distribution of companies across industries for 
each of the samples was not dramatically out of 
line with the All-Share Index. Industrial classifi- 
cations that were slightly overweighted in each of 
the samples were Engineering, Metals, Textiles and 
Motors. Underweighted industrial classifications 
were Electronics, Leisure, Stores and Agencies. 
Noticeable differences between the samples were 
that Contracting and Construction companies 
were relatively overweighted in the May—October 
sample, and that Brewers and Distillers seemed to 
avoid a calender year-end. 


The regression equations 


Two sets of regressions were performed. First, 
univariate cross-sectional regressions were run for 
each individual year in the sample periods, with 
annual cumulative unadjusted return as dependent 
variable against earnings levels or earnings changes 
as the independent variable. Second, both earnings 
variables were included as independent variables in 


*The constituents of the All-Share Index were as recorded on 
the 1989 version of the LSPD Source File (item 1.13). 

Following Easton and Harris (1991) a preliminary analysis 
of the explanatory power for returns of prior-period earnings 
deflated by opening market capitalisation was also conducted. 
Evidence of a price-carnings effect has been documented for the 
UK by Levis (1989). The preliminary analysis on UK data 
supports the conclusion of Easton and Harris on US data that 
the association of returns with current period earnings levels 
and earnings changes reflects more than a price-carnings effect. 
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a multiple regression.” This paper reports the 
results for the November—January sample in 
Table 1. The regression results for all three samples 
were substantially the same, and so in order to 
avoid unnecessary duplication, results for the 
February—April and May—October samples are not 
separately reported here. However, any differences 
between the results reported here and the results 
for the other two samples are reported in foot- 
notes, and a full set of results for all three samples 
is available on request. 

It appears to be the accepted practice in the 
literature to take some measures to remove outliers 
from the regressions. In order to ensure consist- 
ency across the regressions reported in this study 
and to provide some comparability with extant 
research, observations were deleted where any 
independent variable value (deflated by opening 
market capitalisation) fell outside the interval 
+1.5 to —1.5. In addition, extreme observations 
on returns were deleted.'' These procedures 
resulted in sample sizes being reduced to 212 for 
the November—January sample, to 140 for 
the February—April sample, and to 96 for the 
May—October sample.” 


Regressions results 


This section reports the results from running the 
separate cross-sectional regressions. The two 
simple regressions are: 





E 
R,=a+b 2 + Uy (8) 
and 
E, — Ez. 
R, =a +c x ~— Dh (9) 
Ë#E— 
while the multiple regression is: 
Ë, 


E —E : 

R,=a' +b’ —* 4+ e — Lu (10 

=a + V+ Z= +u, (10) 
Equation (8) is the empirical counterpart to 
equation (4) and models earnings as a transitory 
process. Similarly, equation (9) is the empirical 
counterpart to equation (2) and models earnings as 
a permanent process. Finally, equation (10) is 
intended to capture the possibility that earnings 
comprises both permanent and transitory com- 
ponents, and is the empirical counterpart to 
equation (7). Table 1 reports tbe results for 


UAn earlier version of this paper gave equal prominence to 


abnormal returns and unadjusted returns as dependent vari- 
ables, The identification criterion for extreme returns was that 
the market model annual cumulative abnormal return lay 
outside the interval +5 to —5. The results of using abnormal 
returns as the dependent variable are briefly referred to in the 
following section. 

Further remarks on the effect of removing outliers are given 
below. 
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Table 1 
Regression results for annual cross-sections—November—January sample 

Ry=a +6 ñ, =a + 6A ee! Ry = 0! + E L Pb Ae 
R-i H-1 Vk-1 Vrs 
Year N a b R a é R? a’ b’ ë R° 
1969 89 —0.18** 0.48* 0.05 —0.13** 2.43** 0.18 —0.15** 0.25 2.23** 0.18 
1970 96 —0.20** 1.21** 0.09 ~0.07* 0.20 0.00 —0.25** 1.84** —0,59 0.12 
1971 99 0.45** 1.05** 0.10 0.52** 1.90** 0.19 0.44** 0,74" 1.65** 0.23 
1972 105 —0.09** 0.22 — 0.00 —0.09** 1.12* 0.04 -—0.05 -—0.80 2.75** 0.07 
1973 123 —0.57** 0.87** 0.07 —0.50** 2.06** 0.11 —0.54** 0,36 161* 0.11 
1074 129 —0.09 0.57** 0.06 0.02 1.13** 0.09 —0.03 0.23 0.89* 0.09 
1975 132 0.28** 0.66** 0.19 0.40** 1.15** 0.26 0.35** 0.27 0.89%* 0.27 
1976- 134 0.24** 0.00 0.01 0.22** 0.24 0.02 0.25** —0.20 0.38* 0.02 
1977 195.  0.15** 0.52** - 0.08 - 0.25** 0.60*%* 0.09 0.18** 0.33% 0.40* 0.11 
1978 201 0.23** 0.60** 0.09 0.31** 1.02** 0.14 0.26** 0.36** 0.80** 0.16 
1979 207 —0.18** 0.50** 0.04 —0.13** 1.64** 0.21- —0.10** —0.19 1.79** 0.21 
1980 208 0.16** 0.63** 0.13 0.25** 0.60** 0.11 0.19** 0,44** 0.27 0.14 
1981 206 0.06* 0.91** 0.18 0.12** 1.63** 0.21 0.08** 0.56** 1.19** 0.26 
1982 203 0.16** 0.56** 0.07 0.20** 0.74%" 0.08 0.18** 0.34* 0.52* 0.09 
1983 198 0.25** 0.46** 0.09 0.26** 0.647" 0.16 0.26** 0.5 0.61** 0.16 
1984 190 0.03 1.73** 0.27 0.16** 1.79** 0.26 0.07* 1.08** 1.04%* 0.32 
1985 187 ° 0.26** 0.72** 0.05 ` 0.30** 1.59%* 013 0.27** 0.39 1:39%* .. 0.14 
1986 174 0.27** 0.78** 0.05 0.32** 0.80** 0.05 0.28** 0.50 053 0:06.. 
1987 164 —0.06 0.96** ' 0.06 —0.01 1.67** 0.09 —0.05 0.51 1.30** 0.09 * 
1988 155 0.09** 1.18** 0.14 0.16** 2.46** 0.19 O.10** 0.65* 1.87** 0.22 
1989 145 —0.17** 0.68** 0.06 —0.11** 1.38** 0.10 —0.14** 0.33 1.12** 0.10 
Average R? 0.09 Average R? 0.13 Average R? 0.15 


*Significant at 0.01 <a < 0.05. 
**Sipnificant at e < 0.01. 


The Table presents estimates of the intercept and slope parameters in simple and multiple regressions of annual 
cumulative unadjusted return against the level of and changes in reported earnings deflated by market 
capitalisation. The first two columns give the year and the number of companies (N) in the cross-section. The 
next three columns give the regression coefficients and R? corresponding to equation (8) in the text, and the 
following three columns give the regression coefficients and R* corresponding to equation (10) in the text. Next 
to each parameter estimate is an indication of its statistical significance. 


equation (8) in columns three to five, for equation 
(9) in columns six to eight, and for equation (10) 
in the final four columns. 

The first observation that can be made on the 
results in Table 1 is that the the association be- 
tween returns and earnings, however specified, is 
highly variable over time. Similar results are appar- 
ent in the studies on US data by Beaver et al. 
(1982) and by Easton and Harris (1991). Board 
and Day (1989) also report substantial variation 
over time in the R? of their returns-earnings re- 
lation on UK data. Moreover, they provide evi- 
dence that the temporal variation cannot be 
satisfactorily explained by inflation. Easton and 
Harris report that in fitting models (8) and (9) the 
R? is highest for model (8) in 14 years and for 
model (9) in 5 years. Moreover, they report that the 
R? for model (8) is twice as high as that for model 
(9) in 7 of these years whilst the reverse never 
occurs. It can be seen from Table 1 that for the UK 
the results of Easton and Harris are to a large 
extent reversed. In only 3 out of 21 years is the 


adjusted R? from (the levels) equation (8) greater 
than that from (the changes) equation (9). More- 
over, in the 18 years where the changes equation 
provides the higher R, it is twice as high in 7 of 
these years. Across the full sample period, the 
average R? is 8.8 percent when earnings level is the 
dependent variable, and 12.8 percent when earn- 
ings change is the dependent variable." Univariate 
regressions were also run on a pooled time-series of 
observations. For the November—January sample 
this comprised 3,058 company—year observations. 
The results were as follows (p-values—the prob- 
ability that the observed parameter estimate could 


For the February-April sample the comparison figures were 
earnings changes providing the higher R? in 13 out of 20 years, 
with 10 of these 13 years producing an K? twice as high for 
earnings changes as for earnings levels. For the May-October 
sample the corresponding numbers were 13 out of 20, and 7 of 
the 13. Average R*s were 9.7 percent and 15.1 percent for 
earnings levels and earnings changes for the February~April 
sample, and 8.2 percent and 13.8 percent for earnings levels and 
earnings changes for the May—October sample. 
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have been generated from a population in which 
the actual parameter value was zero—are reported 
in parenthesis):!* 


R,=009+061  Ey/Vq_1 

(p < 0.0001) R? = 0.06 
R,=0.15+0.85 (Ey — Ey Vi 

(p < 0.0001) R, = 0.08. 


These results again provide a contrast with those 
for the US where Easton and Harris found: R? 
values of 7.5 percent for the earnings levels model 
and 4 percent for the earnings changes model; '5 
Similarly, the coefficient values reported above 
compare with values of 0.82 on earnings levels and 
0.55 on earnings changes reported by Easton and 
Harris. 

Moving on to the multiple regression, when 
Easton and Harris estimate equation (10) they find 
the earnings level parameter to be significant at the 
0.05 level or better in all 19 years of their study, 
while thie earnings change parameter is found to be 
significant in 8 of the 19 years. Not surprisingly, 
given the results for the univariate analysis, the UK 
results are again in conflict with those for the US. 
Table 1 shows that the earnings change coefficient 
is significant at the 0.05 (0.01) level or better in 18 


(13) out of 21 years, whereas the earnings level. 


coefficient is significant in 8 (5) out of the 21 
years.!Š A pooled multivariate regression was also 
run giving the following results: 


R, =0.11 +0.34  E,y/Vy_,+0.62 
(p <0.0001) (p <0.0001) 
(Er — Er- 1)/ Vh- 
R? = 0.09 


In their pooled multiple regression, Easton and 
Harris reported significant coefficients with values 


Pooled regression results for the two other samples corre- 
sponded extremely closely with those for the November- 
January sample and are not separately reported. 

'*The result from the pooled regressions, that in the UK 
earnings changes seem to provide the greater association with 
returns, was marginally stronger for the other two samples. 

\The corresponding results for the other samples are: for the 
February—April sample, earnings change significant in 17 (12) 
out of 20 years, and earnings level significant in 11 (6) out of 
20 years; and for the May—October sample, earnings change 
significant in 10 (7) out of 20 years, and earnings level signifi- 
cant in 5 (2) out of 20 years. 

VAn interesting issue for future investigation is whether the 
choice of study sample might account for the difference between 
the results reported here and those reported by Easton and 
Harris. There are various reasons why firms could have not met 
the inclusion criterion for the study sample including: acqui- 
sition by another company; liquidation; first quotation after 
1980. However, it is not immediately obvious that any of the 
reasons for exclusion should bias the sample towards particular 
patterns of permanent and transitory earnings components. Use 


of the terms ‘permanent’ and ‘transitory’ earnings has no | 


necessary connection with the survivorship of the company. 
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of 0.71 on earnings levels and 0.16 on earnings 
changes, and an É of 7.7 percent.” 

Following Easton and Harris, a number of 
diagnostic tests were performed on the regression 
results generated by estimating equation (10). As a 
test for the presence of multicollinearity, both 
variance inflation factors and conditions indexes 
were computed (see Freund and Littell, 1986 for a 
discussion of these statistics and the procedures for 
generating them in SAS). The maximum condition 
index found was 5.33, with the condition index 
values falling below a level of 4 in all but three 
years. Similarly, the variance inflation factors were 
marginally above 4 in one year, but fell below a 
value of 2 in all except two years. These statistics 
suggest that multicollinearity should not be a 
problem in the regressions. In a test of the residuals 
for normality, the null hypothesis of normality was 
rejected at the 0.01 level in 5 out of the 21 years." 
Finally, to ensure that t-values were not biased 
upwards due to heteroscedasticity, standard errors 
were recalculated according to the procedure 
suggested by White (1980). Tests for significance 
using these White f-values were virtually un- 
changed from those using the unadjusted standard 
errors.” 

An analysis of the effect of measures adopted for 
excluding outliers was conducted.” Outliers can 
arise, for example, from accurate but extreme 
observations, from data errors originating at 
source or from data errors on databases. For some 
companies, the way in which complex financial 
information is transcribed on to machine readable 
databases can also give rise to anomalous figures.”! 
The objective when excluding outliers is to ensure 
that the empirical results are not disproportion- 
ately affected by a few extreme observations. It is 
well known that the empirical method used in 
this study, namely OLS regression, is particularly 
sensitive to the effect of outliers. 

For the November—January sample, an analysis 
of outliers appeared to show that one company in 
particular exhibited persistently extreme obser- 
vations. The exceptional company was Gestetner 
Holdings plc over the period 1973 to 1984. Over 
this period, according to Datastream figures, 


The corresponding figures were 2 out of 20 years for the 
February-April sample and 3 out of 20 years for the 
May-—October sample. 

NA x?-test similarly suggested the absence of any problem 
arising from heteroscedasticity. 

XA referee pointed out that the effect of outliers on the 
sample sizes used in this paper could be far greater than was 
found for the relatively larger samples used by Easton and 
Harris on US data. 

U Al-Qudah and Sirong (1991) and Pope and Yadav (1991) 
inter alia provide information on the discrepancies between 
financial databases used in the UK. 

“The magnitude of the earnings and equity capitalisation 
figures was confirmed against Exstat and LSPD data 
respectively. f 
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Gestetner's earnings ranged between 245% and 
1,700% of equity capitalisation in absolute value.2 
Further investigation of Gestetner revealed that 
the company had four types of ordinary shares in 
issue over this period. For example, the Investors’ 
Chronicle on 2 March 1984 reported that 
Gestetner had in issue £186,000 of ordinary shares, 
£378,000 of ordinary capital shares, £11.9 million 
of ‘A’ ordinary non-voting shares, and £2.81 
million of ‘A’ ordinary non-voting capital shares. 
The equity capital and share price figures on 
Datastream and the LSPD for Gestetner relate 
only to the (voting) ordinary shares. When the 
empirical analysis was repeated on the sample 
including outliers, but excluding Gestetner, the 
substance of the conclusions, including the relative 
significance of earnings levels and earnings 
changes, was unaffected.” Because it is felt that 
the integrity of the results is not impaired by 
the criteria for excluding outliers, and to facilitate 
comparison with existing research, only the 
results excluding outliers are specifically reported 
here. 


Abnormal Returns as the Dependent Variable 

The preceding models were also estimated with 
annual cumulative abnormal return as the depen- 
dent variable.” Easton and Harris (1991) suggest 
that including earnings levels as an explanatory 
variable in such a regression can be rationalised in 
the situation where price-earnings multiples revert 
to a (cross-sectionally constant) mean, with the 
reversion driven by the earnings variable. More 
generally, it is suggested, following Brown et al. 
(1987), that including both earnings levels and 
earnings changes as independent variables may 
reduce the biases arising from errors in measuring 
unexpected earnings. 

The results of these regressions are not explicitly 
reported as they were essentially the same as those 


Even including Gestetner on the basis of its spurious figures 
left the general conclusions of the paper unaffected, although 
the relationships were much weaker. 

*The same conclusions concerning the effect of including 
outliers applied unequivocally to both the February—April and 
May—-October samples. 

Regressions were conducted with abnormal returns calcu- 
lated in two alternative ways. First, abnormal returns for the 
twelve month period or ‘year’, t, were calculated by applying the 
market model to the continuously compounded returns for each 
company and for the market (as measured by the Financial 
Times-Actuaries All-Share Index) for the sixty months immedi- 
ately prior to year t. The abnormal returns during period t were 
then found as the prediction errors from the market model 
conditional on the realised value of the market index in each 
month. Second, the entire analysis was also performed on 
abnormal returns calculated according to the Capital Asset 
Pricing Model, using a 90-day Treasury Bill rate for the risk-free 
return (and continuing with the All-Share Index as the market 
proxy). The results with either metric were virtually identical. 
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found with unadjusted return as the dependent 
variable. Adjusted R’s were higher in more years 
for the earnings change variable, and, in models 
that included both earnings variables, the earnings 
change coefficient was significant in more years 
than was the earnings levels variable. The results 
for the multiple regression were substantially in 
accord with those of Easton and Harris. 


The Problem of Cross-Sectional Dependence 

A serious econometric problem with regression - 
equations can arise from the presence of cross-sec- 
tional correlation in the dependent variable. The 
typical effect of cross-sectional correlation is that 
coefficient standard errors are biased downwards, 
with the result that the null hypothesis of a zero 
parameter value is rejected too easily. Accounting 
and finance researchers have long been aware of 
the problem caused by cross-sectional dependence. 
Bernard (1987) has provided a detailed examin- 
ation of the issue. 

Following a suggestion of Bernard (1987), 
Easton and Harris (1991) test their results for 
robustness against cross-sectional correlation by 
examining the mean and variance of the time-series 
of parameter estimates. The approach was 
previously adopted in studies by Beaver et al. 
(1979) and Beaver et al. (1980). Chandra and 
Balachandran (1990) provide sensitivity results 
that support the approach and Bernard (1990) 
provides a further explanation. Basically, the 
reasoning is that, even if contemporaneous returns 
or abnormal returns are correlated across firms, if 
they are independent over time then each annual 
coefficient estimate can be viewed as an indepen- 
dent ‘portfolio’ estimate and the statistical signifi- 
cance of the mean portfolio estimate can be 
reliably tested. 

Adopting this procedure in the current study 
produced the results reported in Table 2. The clear 
conclusion to be drawn from these results is that all 
coefficients are significantly different from zero. 
Moreover, from the multiple regression that in- 
cludes both earnings levels and earnings changes as 
relevant explanatory variables, the t-value on earn- 
ings changes is 6.53 compared with a value of 3.54 
on earnings levels. 


Conclusions 


Taken as a whole, the regression results show 
that security returns are significantly associated 
with earnings levels as well as with earnings 
changes. The significance of both earnings levels 
and earnings changes in explaining stock price 
changes suggests that the stock market attempts to 
distinguish the permanent and transitory com- 
ponents of earnings. The results reported in this 
paper also support the view that previous studies 
that have examined the returns-earnings relation as 
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Table 2 
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Tests on the time series of earnings response coefficlents—November—January sample 


Independent 


variable 


Epl Ve: 
(Ey — En- D/ Vh- 


(Ey 


Dependent 


variable 


Hi” Am 
~ By Vn 


Mean parameter 


Standard 


estimate error p-value 
0.728 
1.276 
0.386 


1.077 


0.080 
0.144 
0.109 
0.165 


0.00001 
0.00001 
0.00097 
0.00001 


“The standard error is calculated as the standard deviation of the time series of the 


parameter estimates divided by ./T. 


The Table presents the mean (over time) coefficient values corresponding to the 
regression results reported in Table 1, and their associated time series standard errors. 
The p-values are for a test of the significance of the mean coefficient. 


one between share returns and some measure of 
earnings changes (or unexpected earnings) as a 
single: explanatory variable may have been 
mi ified. 

TON Appendix 
Ohlson s valuation framework 


An outline of the argument behind eguation (5) 
is as follows. The first-order vector autoregressive, 
or VAR(1), process for earnings and dividends is, 


E, = An Eri + AnDi- + Eu 
D, = A, Ey + AnD, 1 + Ex (Al) 
or in matrix form, 
2, = AZ i + €, (A2) 


where the s are white noise disturbance terms, 
and z, is the (column) vector (E,, D,). The linear 
Markovian property captured in equation (A1) or 
(A2) is that next period’s earnings and dividends 
are determined by their linear dependence on the 
current period’s earnings and dividends and are 
independent of earnings and dividends in past 
periods. 

Assuming the absence of arbitrage opportuni- 
ties, and risk neutral valuation, asset values are 
equal to expected end-of-period payoffs discounted 
at the risk-free rate of return, 


V,= Rr!E,(V,, i + D,. 4) (A3) 


where R, is the (constant) gross risk-free return and 
E, denotes expectation conditional on information 
available at time ¢. (An assumption of no arbitrage 
without risk neutrality would give the same result 
with expectation being with respect to the ‘martin- 
gale’ probabilities.) 

Iterating equation (A3) forward and invoking 
the transversality condition that, as the terminal 





date tends to infinity, the discounted value of the 
price at the terminal date tends to zero gives: 


V,= > Rr'E,(D,,.) 
T™] 


Substituting from the linear information dynamics, 


(A2), then produces, 
= e > R7 TA" Z, 


where e, is the row vector (0 1). 
Using results on matrix series (see, for example, 
Hadley, 1961) gives the solution for V,: 


V, = e,A[Rpl — A]”!z, 


where J is the identity matrix (of order two). 
Multiplying this expression out gives: 


_ Anky An(Ry— An) + An An 
aoa aa 


Ohlson then imposes two restrictions on the 
parameters of the VAR(1) process, consistent with 
Miller and Modigliani (1961). First, dividend irrel- 
evance requires that 0V,/0D,= —1; that is, any 
increase in dividend is exactly offset by a decrease 
in capital gain. Second, for the marginal invest- 
ment to have a zero net present value requires that 
dE,/0D,_ , = R;— 1; in other words, distributing an 
extra £1 of dividend results in a loss of earnings 
next period equal to the risk-free return on the 
dividend distributed. 

Combining these assumptions and imposing 
them on the valuation equation (A4) gives: 


= 


R 
pa >: — š 
RED 


Equation (5) in the text follows directly. 
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Goodwill—Further Attempts to Capture the 
Will-o’-the-Wisp: A Review of an ICAEW 


Research Report 


Tom Lee* 


As this review is of an accounting research report 


by several well-known UK researchers, and : 


published by the Research Board of a major 
professional accountancy body, I feel it would be 
useful to state what I expect of the term research. 
This is not an easy task—even researchers writing 
about research and research methodology do not 
(or cannot) define the term (see, e.g., Wallace, 
1991). T 

My Webster’s Dictionary describes research as a 
‘studious enquiry; usually, critical and exhaustive 
investigation or experimentation having for its aim 
the revision of accepted conclusions, in the light of 
newly discovered facts’. As this seems a reasonably 
broad definition capable of being related to 
àccounting, I used it as a background for my 
review of Arnold et al.’s (1992) Goodwill and Other 
Intangibles. More particularly, the purposes of my 
commentary are to assess (a) the contribution of 
this study to our understanding of goodwill and 
other intangibles (hereafter, goodwill) and the 
problem of accounting for them; and (b) the 
possible impact the study may have on the work of 
accounting standard-setters such as the Account- 
ing Standards Board (ASB). In this respect, one 
measure of my belief in the study’s utility will be 
whether, consistent with the above definition of 
research, I feel it revises existing ideas about 
accounting for goodwill because of new insights it 
provides. I believe this to be a reasonable test of 
such a study. 

There are three reasons why I believe this study 
requires more than the usual brief review. The first 
is the importance of the subject matter. As the 
authors of the study acknowledge (p. 3), goodwill 
forms a substantial part of the total asset structure 
of a typical company, and is therefore of consider- 


able concern to accounting regulators. The second . 


reason relates to the long history of the debate on 
accounting for goodwill without any clear prospect 
of a resolution to the problem. The final reason is 
that this study is an example of academic involve- 


*The author is Hugh Culverhouse Professor of Accounting 
and Director of the PhD Program, University of Alabama. 


ment in the process of developing accounting 
practice—a role often prescribed but rarely acted 
upon (see, e.g., Tinker, 1985, p. 206; and Briloff, 
1990, p. 28). 


Outline of Arnold et al. | 
The study was initiated by the ASB, conducted 


by a team of accounting researchers with various 


interests in the subject matter, and largely 
completed by means of several “brain-storming’ 
sessions (p.v). The study was based on important 
ex ante caveats—its discussion and recommen- 
dations cover purchased and created goodwill, and 
are structured within the conventional system of 
historical cost accounting (p.vi). 

The ‘theoretical’ framework which Arnold et al. 
use to discuss the issue of goodwill is relatively 
familiar, and can be found in the ‘standard’ 
conceptual writings of accounting standard-setters 
(e.g., ASB, 1991)—that is, the need for (a) 
decision-useful information (p. 7) to satisfy diverse 
needs with common interests (p. 8) as typified by 
those of investors (p.9); and (b) control of 
accounting choice by means of standards in an 
agency situation involving moral hazard 
(pp. 12-13). The past debate on the goodwill issue 


. is analysed (pp. 16-17), as is the nature of goodwill 


(p. 18). Indeed, goodwill is decomposed into three 
elements (pp. 19-21) which are then used as the 
basis for later recommendations regarding its ac- 
counting treatment—that is, separately identifiable 
intangibles, benefits arising from monopoly profits, 
and accounting measurement errors. Past attempts 
at accounting for goodwill are reviewed, including 
the most recent practice of immediate or periodic 
write-offs following corporate acquisitions 
(pp. 25-26). So, too, is the issue of creative account- 
ing for takeovers and mergers, which attempts to 
avoid the issue of goodwill by constructing 
transactions in such a way that it does not require 
to be accounted for (p. 26). The existing situation 
is therefore seen by these researchers as one full of 
inconsistency (p. 28), and needing specified criteria 
to deal with alternative situations (p. 31). 
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These criteria are recommended to include 
relevance and reliability (p. 32), prudence (p. 33), 
and consistency and comparability (p. 34). The 
accounting solution is seen to lie in the existing 
definition of an asset being applied to goodwill— 
that is, in the need to identify those elements of 
goodwill which are controllable by the reporting 
entity (p. 35). Therein lies the basis for the study’s 
recommendation to decompose goodwill into the 
three elements mentioned in the previous para- 
graph (p.36)—certain elements being more 
controllable and therefore accountable than 
others. 

The study then moves on to familiar ground for 
normative accounting studies—that is, valuation 
and allocation. The authors prescribe that every 
tangible or intangible asset should appear in the 
balance sheet so long as there is reasonable 
certainty that its reported value does not exceed its 
recoverable amount (the higher of net realisable 
value and present value) (p. 40). They further 
discuss the valuation issue, including the ‘jointness’ 
of assets (p. 43), and the problems of each of the 
‘current value’ alternatives, before falling back on 
support for the use of historical cost (p. 48). A 
detailed analysis is made of the allocation 
alternatives (pp. 55-63), before recommending a 
policy of combining capitalisation, amortisation, 
and revaluation (p. 63). 

The proposed system of accounting for goodwill 
is spelt out in reasonable detail based on a full 
disclosure of all intangibles which can be verified 
as existing (p. 66). In essence, all goodwill is to be 
decomposed into (a) the fair value of separable 
intangibles; (b) the present value of profits arising 
from market imperfections; and (c) over or under- 
payments (p. 68). The latter are to be written off 
immediately against income (p. 68), and the former 
categories are to be written off to income over their 
useful economic lives, ensuring that their net book 
value is below their recoverable amount (p. 70). 
Companies are to be given the option of occasion- 
ally revaluing (as is the case, currently, with prop- 
erties) (p. 71). Companies would also be required 
to disclose the basis of valuation as well as details 
of the valuers (pp. 75-60). The feasibility of these 
proposals was tested by the researchers in conver- 
sations with individuals from four companies and 
a firm of auditors. The overall conclusion was that 
the proposals were not infeasible (p. 90). 


Critique of Arnold et al. 


Judging the usefulness of this study as a piece of 
research is exceedingly difficult. The first thing to 
be said is that it reads as it was constructed—as a 
report by a committee. In this case, the reading is 
exceedingly cluttered, presumably as a conse- 
quence of allowing for the different views and 
approaches of the various committee members. 
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The overall tone is of normative prescription, with 
a lacing of critical perspective, but with an absence 
of empirical work. The subjects discussed cover the 
complete ambit of possible topics—conceptual 
frameworks, reporting criteria, user needs, 
valuation issues, the nature of assets, economic 
agency, accounting creativity, the need for 
accounting standards, and efficient markets. The 
result is what can only be termed noire, a situation 
which prevents the key issues being easily 
identified. In fact, I have the impression that, if 
individually left to produce a research report on 
accounting for goodwill, none of the authors 
would have written this particular commentary 
and prescription. 

The next drawback with the study is that, even 
if the reader can penetrate the thicket of topics and 
issues, the overall problem it is dealing with is 
insufficiently discussed. This relates to what has 
come to be known as the recogniticn problem in 
accounting, and has been the subject of previous 
normative research (e.g., Johnson and Storey, 
1982; FASB, 1984; and ASC, 1990) without any 
clearly-defined consensus as to what and how 
economic phenomena should be reported. More 
particularly, the researchers specify criteria such as 
relevance and reliability for this purpose, but do 
not adequately discuss the twin issues of what is the 
relevant economic attribute for reporting purposes 
(except vaguely to describe it as fiture economic 
benefits), and whether it can be reliably reported 
(indirectly addressed in terms of prescribed 
constraints such as prudence and consistency). In 
other words, given the importance of goodwill in 
accounting, the study appears to have missed the 
opportunity of debating these matters within a 
coherent framework of what should and can be 
reported as assets of an entity. 

Instead, the researchers have preferred to 
concentrate on the idea of decomposing goodwill 
for reporting purposes. In doing so, they appear to 
discuss briefly but override the issue of the joint- 
ness and separateness of individual assets in an 
organised setting. It was just such an analysis in 
1971 that led me to the conclusion (Lee, 1971, 
p. 325) that, if goodwill is to be recognised for 
accounting purposes, this can only be done as a 
non-separate part of the total resources of the 
reporting entity. That is, if future economic 
benefits are specifically interpreted as future cash 
flows, and these form the basis of entity valuation, 
then the conceptual and practical impossibility of 
separating these flows into individual asset streams 
should be accepted. Valuation should be of the 
entity as a whole rather than of its individual parts. 

The prescriptions of the researchers fly in the 
face of this conclusion by stating that both 
purchased and created intangibles should be sub- 
ject to a three-way decomposition for accounting 
purposes. It is hard to find a detailed justification 
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for this position, and it is even harder to know how 
the researchers viewed the problem of created 
goodwill in this respect. Little or no discussion 
appears in the report on this latter topic. Almost 
all the commentary relates to goodwill arising from 
acquisition or merger. It is therefore difficult to 
conceive of how accountants are to make the 
necessary separations for accounting for purchased 
goodwill—even more inconceivable for created 
goodwill. In other words, my knowledge of the 
problem of accounting for goodwill has not been 
extended by this research study. 


Role of academics 


The above analysis leads fairly easily into a 
discussion of the role of academic researchers and 
research. What I take to be the primary mission of 
researchers is to challenge existing practice when it 
is obvious that the latter needs to be challenged. 
However, when doing so, the academic researcher 
needs to pay attention to the realities of life. Not 
all accounting problems can be resolved, and not 
all accounting prescriptions are feasible. But, 
within these important constraints, challenge can 
take place. The question is whether it has in this 
case. And, if so, whether the prescription is 
acceptable. 

Having read, and reread, the study, my answer 
to both questions has to be in the negative. First, 
the challenge is a muted one at the very least. 
Working within the existing historical cost 
accounting system is perhaps facing a short-term 
reality but, in the longer-term, it merely reinforces 
the apparently impregnable position of historical 
cost. Given an almost universal condemnation of 
the conventional system over several decades, 
numerous practical attempts to improve it, and the 
current debate on marking-to-market, working 
within the existing system does not appear to be 
sensible. 

Second, the feasibility of the prescription is 
exceedingly dubious. The problems of allocation 
and valuation are well-known within the conven- 
tional system. What the researchers have provided 
is a prescription for mega-allocations which could 
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prove a nightmare to reporting accountants and 
auditors. Little guidance is offered on the issue of 
determining when an intangible is separately 
identifiable from other tangible and intangible 
resources (particularly with respect to determining 
its fair value). Calculating the present value of 
profits from market imperfections is something 
that appears possible in the classroom but becomes 
virtually impossible in practice. And how created 
goodwill is to be dealt with is not discussed at all 
by the researchers. 

The upshot of these comments from my perspec- 
tive is to ask the fundamental question of whether 
this report will assist ASB in its attempts to reform 
accounting practice. Sadly, my opinion is that the 
report will do little in this respect. It does not add 
to the already extensive literature on the nature of 
goodwill. And its prescriptions will prove difficult 
to operationalise, even if their conceptual under- 
pinnings are accepted. Thus, on this occasion, in my 
view, a real opportunity for academic research to 
contribute to accounting practice has been missed. 
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Book Reviews 


The Audit Expectations Gap in the United Kingdom. 
C. Humphrey, P. Moizer and S. Turley. Research 
Board ICAEW, 1992, 99 pp. £10. 


It is refreshing to read some proposals for closing 
the expectations gap that might (almost!) work. It 
makes a change from the hopelessness of those 
who see no possibility of eliminating the gap, or the 
arrogant defensiveness of the profession when they 
blame much of it on the ignorance of those who 
actually use accounts. 

Humphrey, Moizer and Turley (HMT) have 
provided their own interpretation of the nature of 
the expectations gap, based on two investigations 
that they undertook: 

(a) They interviewed 19 prominent individuals 
with an interest in auditing, including auditors, 
regulators, management, investors, financial 
journalists, academics and lawyers. The inter- 

- views were unstructured, and non-attributable; 


they concentrated on the role of auditing, the- 


nature and source of the expectations gap, and 
possible ways of closing it. 

They mailed a questionnaire to 2,445 indi- 
viduals, and obtained a 38% response rate. 
The main groups surveyed were auditors, 
other ICAEW accountants, financial directors, 
investment analysts, bankers and financial 
journalists. 

The responses have produced a substantial data 
base about the expectations gap from which many 
interesting themes emerge. For example, more 
bankers (73%) responded to the~ questionnaire 
than any other group; they also seemed to have 


(b 


ed 


- most faith in auditors. Financial -journalists replied 


the least (17%), and had least faith in auditors. 

The responses enabled HMT to identify the 
main elements of the expectations gap: indepen- 
dence; who auditors are responsible to; practical 
abilities; the Commercial nature of auditing; and 
responsibility for detecting fraud. The responses 
also led HMT to suggest ways of closing the gap. 
They reject some of the sillier, superficial sugges- 
tions for closing the gap that have been put 


forward by others. It is no good expecting port- . 


folio fund managers to exert their latent powers; or 
hoping that non-executive directors will suddenly 
assert powers that they do not have; or trying to 
‘educate’ the public to abandon hope of auditors ` 


. finding out about frauds; or playing with longer or : 
shorter audit reports; or pretending that highly. - 
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publicised audit failures are ‘exceptions’, and are 
the fault of management, and nothing to do with .: 
the auditors. ' 

They offer three positive suggestions: 

(a) setting up an independent Office for Audit- 
ing to enhance auditor independence by acting 
as a buffer between the auditor and the man- 
agement of the client company, freeing the 
auditor of worries about fee income, and the 
possibility of losing the audit; 

(b) extending auditors’ responsibility by 
statute so that it clearly includes responsibility 
to shareholders, creditors and potential share- 
holders; 

(c) clarifying that the auditor has a duty to 
detect fraud. 

These suggestions nearly go far enough, and 
could almost ‘be effective. But closer examination 
suggests that only their second recommendation 
is clear cut; the first and third are more 


‘tentative. 


As long as auditors are concerned about fee 
income, and the possibility of losing the audit, and 
as long as these matters are largely in the hands of 
company management, there is no possibility that 
auditors can be independent from management. 
But HMT shy away from dealing with this prob- 
lem. They propose setting up an Office for Audit- 
ing, but it is not at all clear how it would operate, 
what its powers would be, or how it would be 
independent (from the profession and/or from 
company managements). Indeed, they do not go 
beyond recommending ‘consideration’ of setting 
up such an office. But who could do it? Such an 
office could only be effective in safeguarding inde- 
pendence if it were free from influence by the 
profession; if it had the responsibility to decide 
who should audit particular companies, and what 
their fees should be; and if audit firms were forbid- 
den from undertaking non-audit work for audit 
clients. 

The question of auditor responsibility is more 


. difficult, but the position has clearly been unsatis- 


factory since the Caparo judgement, which 
suggests that auditors are responsible only to exist- 
ing shareholders, and then in a restricted sense. 
HMT’s clear recommendation for statutory exten- 
‘gion of auditor liability is welcome, and I hope that 


-this book will strengthen the resolve of the pro- 


fessional accountancy bodies to urge the govern- 
ment to pass appropriate legislation. 
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accountancy bodies to urge the government to pass 
appropriate legislation. 
HMT are less forthright with regard to making 
auditors responsible for detecting fraud. They do 
not go beyond recommending a ‘critical review of 
the functional role of the auditor with the intention 
of clarifying that such a duty includes the detection 
of fraud having a significant effect on the audited 
financial statements’. If such a ‘critical review’ took 
place, there is no guarantee that it would come to 
this conclusion. Moreover, this would be little 
more than existing assumptions that auditors 
should plan their work in such a way that there is 
a reasonable expectation of detecting material mis- 
statements. It is not realistic to require auditors to 
find all material (whatever that means!) fraud; 
possible damages for failures would soon bankrupt 
the profession, and management must take their 
share of the responsibility. But society could re- 
quire auditors to take reasonable care to detect 
fraud. 
Perhaps: we can expect nothing more 
radical from the ICAEW’s own research board. 
Indeed, the authors appear to recognise that 
their proposals are likely to be implemented only 
if they are accepted by the profession as being 
in the profession’s interest. Any response by 
the profession to HMT’s recommendations is 
likely to take the form of referring them to 
one or two committees; this may contribute to 
preserving some semblance of credibility for 
auditors. 
_ But the role and organisation of auditing is too 

important to be left to the accountancy profession, 
and a government response is required. HMT 
provide a valuable empirical assessment of the 
nature of the expectations gap in auditing, and a 
good overview of the debate about possible solu- 
tions. The book is important for students, for the 
profession, and for potential legislators. But I hope 
that users of the book take a more critical view of 
the role of the accountancy profession. 


Birkbeck College, 


University of London Bob Perks 


The Management of Financial Disclosure: Theory 
ami Perspectives. Michael Gibbins, Alan J. 
Richardson and John Waterhouse. The Cana- 
dian Certified General Accountants’ Research 
Foundation, 1992, xii + 97 pp. Can. $14. 


The object of this monograph is to stimulate 
research on the theory and perspectives of the 
management of financial disclosure. In contrast 
to existing research, which has emphasised the 
effects of financial information once released, 
this publication considers how disclosure choices 
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are made within organisations, ie. how dis- 
closure is managed. The goal is not to undertake 
new empirical research but rather to improve 
and organise the theoretical base of disclosure 
management. 

The book consists of six chapters. Chapters | 
and 2 cover the scope, contribution and outputs of 
disclosure management. Chapter 3 summarises the 
economic incentives in the management of finan- 
cial disclosure and the following chapter provides 
an institutional perspective to such disclosures. 
Chapter 5 discusses disclosure management struc- 
tures and the final chapter provides a synthesis of 
the subject matter. The chapters are supported by 
reference to an illustrative case of disclosure man- 
agement. This unnamed Canadian oil and gas 
company, referred to as O and G Ltd, is listed on 
the Toronto and American Stock Exhanges and 
has its headquarters in Western Canada. 

Financial disclosure is defined in this mono- 
graph as a multidimensional array of numbers and 
words, both quantitative and qualitative, which is 
released outside the organisation. Disclosure, 
which is relevant to economic performance, results 
from the application of management decisions and 
actions to issues. Disclosure in this context consists 
of both periodic disclosure, such as annual finan- 
cial reports and securities filings, and continuous 
disclosure of material events and changes. No 
distinction is made between disclosure from adjust- 
ing accounting numbers and disclosure by means 
of supplementary notes, schedules and expla- 
nations. Managing is considered to include activity 
within the firm from the inception of possible 
disclosure to actual disclosure. The authors ident- 
ify eight categories of disclosure: daza content; data 
organisation; prior or concurrent interpretation 
by the discloser; medium; timing; redundancy; 
credibility; and subsequent interpretations by the 
discloser. Examples of studies in each of these 
categories are provided. 

Chapter 3 is concerned with the identification of 
economic forces that affect management, with the 
presumption that economic incentives will be acted 
upon. Financial disclosure is modelled as ‘the 
optimal response to a set of initial conditions, and 
the actions of actors’ (p. 21). As a result, financial 
disclosure is managed to realise net benefits to the 
firm. These costs and benefits are complex but 
provide opportunities for disclosure management. 
Consideration is given to the benefits of disclosure 
to equity holders as well as debt holders. The 
realisability of benefits depends on whether cost 
or revenue information is disclosed, whether cost 
functions of competing firms are interdependent, 
and on the possibility of new entrants to the 
industry. 

Chapter 4 provides an institutional or socio- 
logical perspective to the management of financial 
disclosure and contrasts with the previous chapter 
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that examined economic models of the financial 
disclosure process. ‘Institution’ in this context is a 
set of rules which constrain and enable human 
interaction. Thus, the focus of the chapter is on the 
financial disclosure environment in which out- 
comes are determined by social interactions within 
the organisation. A taxonomy of rules is developed 
to provide insight into the impact of rules on the 
financial disclosure process. Consideration is given 
to the interaction of the state and the organisation, 
the role of private organisations which control 
resources, managerial cultural values and pro- 
fessional complexes that serve to normalise be- 
haviour on technical and moral areas. These 
features influence the rules underlying the financial 
disclosure process. 

The next chapter considers how qualities and 
characteristics of organisations influence disclosure 
outputs. The analysis is based on what is referred 
to as disclosure sub-unit status which represents 
the ability of the organisation to manage financial 
disclosure, although the variable does not predict 
financial disclosure management. Prediction is 
based on a broad range of issues including the 
specific disclosure issue, the costs and benefits 
resulting from disclosure, institutional consider- 
ation and the propensity for opportunistic and 
ritualistic disclosure. | 

The final chapter provides a synthesis including 
conclusions and research implications. This syn- 
thesis, and indeed the book as whole, reviews a 
large number of theoretical perspectives on finan- 
cial disclosure management. The book succeeds in 
its effort to identify, extend and connect such 
theoretical perspectives and is very helpful in iden- 
tifying areas for further investigation. The bibli- 
ography is substantial, and although by no means 
complete is one of the best available on disclosure 
issues. In summary, this is an excellent publication 
that should be read by all those interested in 
disclosure issues. The monograph is of the high 
` standard that one has come to expect from the 
series published by the Certified General Accoun- 
tants’ Research Foundation as part of its continu- 
ing research efforts. 


University of Exeter Terry Cooke 


The Continuing Debate Over Depreciation, Capital 
and Income. Richard P. Brief. Garland Publishing, 
1993. xxv + 298 pp. 


The purpose of this collection of essays is suc- 
cinctly expressed in the first paragraph of the 
introduction: 


This anthology of the author’s selected work 
` over nearly 30 years provides historical per- 
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spective and some current thinking on issues 
relating to the continuing debate over depre- 
ciation, capital and income. Beginning with 
‘first principles’, and then discussing the 
origin and evolution of the debate over de- 
preciation, capital and income, several re- 
lated topics are addressed. These include the 
allocation problem, interest rate approxi- 
mations, issues concerning financial report- 
ing and analysis and the meaning and the 
economic impact of ‘accounting error’. The ` 
underlying themes concern the importance of 
history and the need for an appreciation of 
basic concepts and relationships in account- 
ing (p. xvii). 


Of the 24 items contained in Continuing Debate, 
seventeen have been published in UK and US 
academic journals (spanning the subject areas of 
accounting, accounting history, business history, 
and finance), two in professional journals, two 
items served as introductions to books by Brief 
(one of these had already appeared.in a pro- 
fessional journal), one item appeared in an edited 
collection of articles, while three essays were pre- 
viously unpublished. Eight of the items reproduced 
are joint authored. 

Continuing Debate might be seen as a follow-up ` 
to the similarly titled The Late Nineteenth Century 
Debate over Depreciation, Capital and Income 
(Brief, 1976) which contains reprints of major 
articles on depreciation etc., written by prominent 
accountants in the last quarter of the nineteenth 
century. Brief recognised that many of these earlier 
works are of enduring interest and relevance and 
some of his own work is the further exploration 
and development of the themes discussed by people 
such as Edwin Guthrie, Adam Murray and Ernest 
Cooper. 

The preface to Continuing Debate acknowledges 
the influence of Brief’s early teachers: Louis O. 
Foster of The Amos Tuck School of Business 
Administration who, apparently, was a stickler for 
the precise interpretation of accounting terminol- 
ogy; and Professor Goran Ohlin whose course on 
European Economic History at Columbia Univer- 
sity first triggered Brief’s interest in the question: 
‘Does the choice of accounting methods influence 
behavior?’. The latter question formed the basis for 
Briefs PhD thesis entitled Nineteenth Century 
Capital Accounting and Business Investment, pub- 
lished by Arno Press in 1976. Earlier academic 
‘pay-offs’ for this research were articles published 
in the Journal of Accounting Research and Business 
History Review, respectively in 1965 and 1966. 

The first of these papers, “Nineteenth century 
accounting error’, is a particular favourite of mine 
and, together with two publications of a decade 
earlier (Pollins, 1956; Edey and Panitpakdi, 1956), 
were highly influential in encouraging, among 
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accounting academics, a greater interest in the 


development of corporate financial reporting 
practices. Í was therefore particularly pleased when 
Richard Brief agreed to present, at the Accounting, 
Business and Financial History Conference in 
Cardiff, 1989, a paper in which ‘the meaning of 
error in accounting is examined in more detail’ 
(p. xxiv). ‘Accounting error as a factor in business 
history’ was published in the first issue of ABFH 
and is reproduced as the final item in the presen 
volume. | 
` Brief acknowledges the influence of writers— 
both past and present—on his thinking. O. G. 
Ladelle’s ‘The calculation of depreciation’, written 
in 1890, is described as the first attempt to develop 
a theory of depreciation viewing it as a system of 
cost allocation rather than asset valuation—a con- 
clusion reached by Ladelle ‘using scientific rather 
than pragmatic reasoning’ (p. 129). This article, 
republished in 1967 with analytical comment by 
Brief, led to discussions with Joel Owen which 
spawned three joint papers reproduced in Continu- 
ous Debate under the section heading ‘A solution 
to the allocation problem’. Further articles involv- 
ing estimations are contained in the next two 
. sections entitled ‘Interest rate approximations’ and 
‘Financial.reporting and analysis’. None of the five 
articles in the first of these two sections is long 
(measuring between one and five pages) but the 
context for this work is provided by a substantial 
slice (two pages) of the introduction. 

Two of the papers reproduced examine the 
contributions to accounting of individuals, namely 
Lawrence Dicksee and Sir John Hicks. The pur- 
pose of the latter paper is to set the record straight. 
Brief’s analysis of Hicks’ main thoughts on ac- 
counting led him to conclude that ‘Hicks’ actual 
influence on accounting was the opposite of what 
he intended’ (p. 94). More specifically, in contrast 
to the widespread view that Hicks provided the 
theoretical underpinning for the income concept in 
accounting, Brief shows that Hicks believed that 
historical cost was the appropriate basis for finan- 
cial statements—principally because of its virtue 
of objectivity—and that price level: adjustments 
should not be made therein. 

The major source for Brief’s early writings on 
accounting history, in particular, is The Accountant 
(first published in 1874) which he discovered in the 
library of the AICPA and which proved to be ‘a 
gold mine of information about the history of 
accounting’ (p. xii). This is of course a very valu- 
able source, but it does suffer from certain limi- 
tations. It tells you what some people say was 
happening, what authors thought was happening, 
or what they believed should be happening. For a 
fuller view of accounting practice, such secondary 
sources must be supplemented by : painstaking 
. analysis of accounting and business records, other- 
wise there is a greater risk of wrong conclusions 
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being reached. For example, suggestions in Brief’s 
‘Origin and evolution of asset accounting’ that the 
double account system was the creation of lawyers 
(p. 78), and that most early nineteenth century 
manufacturing and trading compenies ‘defined 
profits as the change in the “value” cf net assets in 
two successive periods’ (p. 62) is not consistent 
with findings from subsequent archival research. 

Brief clearly believes that the study of history 
helps us to avoid unnecessary debate and the need 
to reinvent the wheel. Also, history is viewed as a 
study area of interest not merely for its own sake 
but because it provides us with the tools we need 
for tackling pressing present day problems. This 
book is testimony to the validity of these ideas. 
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Accounting for Options: No Longer an Option. 
Wanda A. Wallace and S. Diane Smith. Research 
Monograph Number 18, The Canadian Certified 
General Accountants’ Research Foundation, 1991. 
x + 192 pp. C$17.00. 


This monograph explores the important question 
of accounting for employee share options. The 
institutional context is the USA, and the method is 
mainly empirical, despite the normative conclusion 
which is implicit in the title. The book summarises 
a great deal of laborious empirical work, not all of 
which is well directed, and most of which is 
reported in a condensed literary style which is not 
user-friendly. The text comprises only about a 
quarter of the book, the rest being made up of 
tables. 

An introductory chapter sets the scene: the 
FASB requires expense recognition for stock ap- 
preciation rights (SARs) but not for stock options, 
which are dealt with by disclosure rather than 
accounting treatment. The FASB has, however, 
made various pronouncements with a view to 
requiring a treatment of stock options (summar- 
ised in Chapter 2). The authors identify two 
samples of large US listed firms (one group which 
had both stock options and SARs outstanding and 
one which had only stock options), and use two 
alternative standard methodologies based on the 
market model to identify whether there was a stock 
market reaction to FASB pronouncements (Chap- 
ter 3). They do identify a stock market reaction, 
although the results are not very strong, being very 
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sensitive to whether a one or two-tailed test is used 
and to the level of statistical significance applied. 
This result is considered to be important in demon- 
strating that there are economic consequences: in 
general the prospect of expensing options seems to 
lead to negative returns to firms with options 
outstanding. 

The following chapter provides empirical esti- 
mates of the valuations arising from four alterna- 
tive methods of option valuation. No attempt is 
made to establish which might be the best method 
on theoretical grounds. The empirical studies 
demonstrate that the alternative valuations are 
correlated across firms, although the absolute 
amounts differ, so that choice of valuation method 
is an important practical matter. Chapter 5 strikes 
out in yet another direction, by analysing lobbying, 
defined as making a response to an FASB invita- 
tion to comment. Lobbying is assumed to provide 
evidence that there are economic consequences at 
stake. The empirical study uses the statistical tech- 
niques of content analysis to assess the language of 
submission to the FASB rather than the arguments 
used in the submissions, and the results do not 
seem to throw much light on the question of 
accounting for stock options. 

After a brief literature review (Chapter 6), the 
authors turn in Chapter 7 to a multivariate analysis 
of option valuations. This constitutes a large num- 
ber of cross-sectional multiple regressions with 
value of options outstanding (measured by four 
alternative methods) as the dependent variable. 
The explanatory variables include measures of size, 
debt, profitability, market value, industry, whether 
SARs were outstanding and whether the company 
lobbied the FASB on stock options. Only the last 
variable has direct relevance to the matter in hand, 
and the authors conclude (p. 119) that ‘those com- 
panies that lobbied tended to have larger option 
values’. It is characteristic of the oblique relevance 
of the statistical models and their loose interpret- 
ation that even this conclusion is strictly incorrect: 
the regression model assumes the reverse direction 
of causation, with lobbying as the explanatory 
variable and value of options as the dependent 
variable. This problem is avoided by a two-stage 
regression process, adopted in the following chap- 
ter, which has lobbying as an explanatory variable 
and cumulative abnormal returns as the dependent 
variable, although the result is neither powerful 
nor surprising (those who commented on the mat- 
ter to the FASB appear to be those who were most 
adversely affected by the proposals). 

Finally (Chapter 9) the authors summarise their 
empirical conclusions and then attempt to draw 
some policy conclusions for the debate. Not sur- 
prisingly, the latter bear little obvious relation to 
the former, and the contrast between the two 
draws attention to some fundamental methodo- 
logical difficulties. Rather late in the book (p. 176) 
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the authors find themselves attempting to deal with 
Beaver’s well-known argument that, in an efficient 
market, disclosure is sufficient and recognition in | 
accounts is unnecessary. All of their estimates of 
option values used in the empirical studies appear 
to be based on publicly available information 
which would not be enhanced significantly by the 
FASB’s accounting proposals. Thus, the authors 
appear to be arguing that the market is not 
efficient, but much of their earlier empirical analy- . 
sis relied on the estimation of abnormal returns `. 
from a market (derived from the CAPM) which 


assumed market efficiency. This conflict might be — F 


resolved by resort to contracting theory (although 
this might impiy market inefficiency elsewhere, e.g. 
in the market for debt, if debt covenants are 
appealed to) but the authors fail to provide such an 
explanation. In the end, they resort to a normative 
appeal for accounts to report economic substance. 
The reviewer is sympathetic to this but it has to be 
admitted that it has little to do with the earlier 
empirical analysis. ` 

In summary, this book reports a substantial 
body of thorough empirical work which is not 
always weil directed or interpreted. It demonstrates 
both the strength and the weakness of much ` 
current research in accounting, particularly in 
North America. The relentless search for statistical 
significance or (even worse) a high R? may. be 
carrying researchers too far from the fundamental 
issues of accounting. 


University of Cambridge Geoffrey Whittington 


A Sarvey of Lioyd’s Syndicate Accounts. R. Macve 
with D. Gwilliam. Prentice Hall/ICAEW, 2nd. ed. 
1993. 396 pp. £40. 


The plight of Lloyd’s ‘names’ is a continuing 
source of media stories which perhaps gives an 
added bite to the reception of this second edition 
of Richard Macve’s definitive analysis of the prin- 
ciples and practice of syndicate accounting. While 
one may react a bit sceptically to sad tales of 
people who ‘did not understand what they were 
getting into’, this book makes it evident that they 
would have needed to have been very analytically 
minded or well trained to be able to pick their way 
through the complexities of syndicate accounting. 

Macve points out that each syndicate is in effect 
a venture lasting for a year and is then liquidated 
with settlement in cash. Consequently each set of 
accounts is theoretically unique in that the venture 
partners may or may not continue together beyond 
that year in further syndicates and so there is no 
continuing time series of comparable accounts 
whereby to judge performance. The accounting 
period itself is not closed for three years—showing 
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one year of revenue and three years’ claims and 
expenses. This closing is further surrounded in 
mystique: there will normally be claims still out- 
standing but this problem is surmounted by taking 
out a ‘reinsurance to close’ (RITC) through which 
the surviving rump of risk is passed on to other 
syndicates. However, if the uncertainties surround- 
ing this unsettled rump are too great, then the 
accounts cannot be closed and are then allowed to 
‘run-off—syndicate members are locked in until 
claims have been finalised. 

Clearly the origin of the accounting system 
is one at most of demonstrating stewardship, essen- 
tially with a view to settlement, and not to pro- 
viding a measure of performance. Since the first 
edition of the book which dealt with the 1984 
reports of syndicates, there has been further evol- 
ution and, in particular, the Neill Committee of 
Inquiry which resulted in a 1987 change to report- 
ing rules. A series of other changes to disclosure 
rules has led to the publication of reports by 
underwriters and managing agents, details of 
remuneration to underwriters and commissions 
to: agents and the introduction of calculation of 
a uniform illustrative share to help comparison 
between syndicates. 

A chapter on audit is contributed by David 
Gwilliam. He points out that in this area too there 
has been continuing reform during the 1980s. 
Audit has been a requirement since 1908 but this 
‘solvency audit’ was not entirely comparable in 
scope to the true and fair audit of limited compa- 
nies. Only after fraud scandals in the early 1980s 
did this come under scrutiny. Reforms have re- 
quired that the auditor confirm that the profit and 
loss account gives a true and fair view and that the 
accounts have been drawn up in accordance with 
Lloyd’s rules. The Auditing Practices Committee 
issued in 1990 the second draft of an audit guide- 
line and in 1989 issued a practice note. There is also 
a 1991 Auditing Guideline on general business 
insurers which is relevant. Gwilliam details the 
reforms over recent years but also notes that, while 
steps have been taken to encourage greater auditor 
independence, concentration is still a major prob- 
lem. The Neill report in 1985 noted that four firms 
accounted for 76% of syndicate audits, but the 
Macve/Gwilliam survey of 1991 accounts shows 
four firms auditing 88% of syndicates. 

The book is a thorough and well-explained 
analysis of both the principles and the practice of 
syndicate accounting. Both Macve and Gwilliam 
explain the complex operating circumstances and 
accounting and audit rules very clearly, and illus- 
trate their application with many examples from 
syndicate reports for 1989 and 1990. They explain 
the circumstances and pressures leading to change 
and comment on the situation. The book is acces- 
sible to accountants with no prior knowledge of 
this specialist world, and the necessary technical 
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jargon is clearly defined. It is an essential library 
purchase for institutions with specialisms in finan- 
cial services or auditing, and I would highly rec- 
ommend it for any but the most financially 
constrained accounting libraries. 


London School of Economics Peter Walton 


UK GAAP. Mike Davies, Ron Paterson and Allister 
Wilson. Macmillan, 3rd ed., 1992. xlviii + 1496 pp. 
£44.95 h/b. 


This is the third edition of the book written by a 
team of experts from the Technical Services De- 
partment of Ernst & Young. The text provides a 
practical analysis and interpretation of all account- 
ing standards and other relevant rules issued up to 
August 1992, the related requirements of the Com- 
panies Act 1985 (as amended by the Companies 
Act 1989) and the Stock Exchange, as well as 
addressing other topical areas which are not gov- 
erned by accounting standards. In most cases it 
also provides a. comparison with practices in 
countries such as the USA, Canada and Australia, 
as well as those issued by bodies such as the IASC 
or the FASB. The first edition of this book was 
published in 1989; the second edition in 1990. The 
third edition has been thoroughly revised and 
expanded to reflect the many changes which have 
taken place in the UK financial reporting environ- 
ment since the formation of the Accounting Stan- 
dards Board. These developments are reflected in 
the almost 600 new and updated extracts from the 
accounts of over 200 major UK companies. Thus, 
as noted by Sir Bryan Carsberg in his foreword, the 
text remains ‘a standard work of reference for 
accountants, and people interested in accounting, 
in all kinds of occupations’. 

The sheer size of this book suggests that it is 
most useful as a reference text. Students of 
accounting and academics with an interest in 
developments within the UK financial reporting 
environment will find this book very useful, 
although one should warn that its size could be 
‘frightening’. The efforts of the authors in pro- 
viding such comprehensive material on current 
issues in financial reporting is very commendable. 
There are twenty-six chapters in all. In addition to 
providing a detailed explanation of concepts, issues 
or standards under examination, most chapters 
also address the problem areas identified with 
the application cr interpretation of a particular 
standard. Also, there is an appendix containing 
‘Specimen financial statements’ illustrating poss- 
ible disclosure requirements of two mythical UK 
companies: a private company which is not a 
member of a group and a listed public company 
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with subsidiaries. Chapter 1 presents a discussion 
on the development of UK GAAP and the mean- 
ing of the. term Generally Accepted Accounting 
Principles{in the UK as compared with other 
countries. Chapter 2 examines the quest for a 
conceptual framework in the UK. It provides an 
explanation for the term ‘conceptual framework’, 
and the various attempts made to develop a con- 
ceptual framework for financial reporting es- 
pecially in the UK and the US. The authors suggest 
that the existence of certain irreconcilable differ- 
ences ‘on issues such as entry values vs exit values 
or the primacy of the balance sheet vs the profit 
and loss account...is the very reason why it will 
not be possible to develop a single generally ac- 
cepted general purpose accounting model’. Never- 
theless, they conclude that the search for a 
conceptual framework should not be abandoned. 

With the exception of chapters 1 and 2 which 
deal specifically with conceptual issues, the rest 
of the book is devoted to the examination of 
standards and disclosure requirements of the 
Companies Act 1985 (as amended). Following the 
recommendation of the Dearing Committee and 
the establishment of the ASB, accounting stan- 
dards are now formally recognised in the 1989 
Companies Act. Also, the implementation of a 
number of EC company law directives has meant 
increased financial reporting obligations for re- 
porting entities. The authors provide an insight 
into some of the complications and possible con- 
flicts between the requirements of the various 
standards and those of the Companies Acts. Each 
chapter contains a comprehensive and systematic 
treatment of a separate topic of modern financial 
accounting. The authors provide a background to 
the subject (mostly an accounting standard in 
force), illustrations of current practice using ex- 
tracts from the published accounts of selected 
companies, and a comparison of the practice in the 
UK with that of US and other international bod- 
ies. The topics covered in chapters 3 to 12 are 
revenue recognition, group financial statements, 
foreign currencies, fixed assets and depreciation, 
investment properties, investments, research and 
development, capitalisation of borrowing costs, 
stocks and long-term contracts, and capital instru- 
ments. 

Chapters 13 to 18 examine specific financial 
reporting problems. These are areas where defi- 
nitions are vague (and therefore involve a high 
degree of subjectivity) or where it is possible to 
identify certain loopholes or where standards of 
best practice are difficult to prescribe. Chapter 13 
addresses the issue of off balance sheet transactions 
and chapter 14 examines the accounting standard 
on leases and hire purchase contracts (SSAP 21). 
In chapter 15 the accounting standard on the 
treatment of government grants (SSAP 4) is pre- 
sented, whilst chapter 16 addresses the issue of 
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segmental reporting (as required by SSAP 25). 
Accounting for pension costs is examined in great 
detail in chapter 17 (especially in the aftermath of 
the Maxwell affair), and in chapter 18 the account- 
ing treatment of taxation in UK companies 
accounts is addressed. | 

Chapters 19 to 26 relate to other issues which 
affect the realistic assessment of corporate per- 
formance. These are reporting of financial per- 
formance, earnings per share, post balance sheet 
events, contingencies, and cashflow statements.. 
Although there are no accounting standards in 
respect of related parties, directors’ and officers’ 
loans and transactions and directors’ remuner- 
ation, these are addressed exhaustively in chapters 
24, 25 and 26, respectively. 

Although the text provides a very com- 
prehensive treatment of financial accounting 
issues and problems, its approach is more 
practical than theoretical. The discussion of 
concepts and principles is essentially periph- 
eral. The emphasis is mainly on accounting 
standards and the requirements of the Companies 
Acts. plas A 
Since the publication of this book, the financial 
reporting environment in the UK has advanced a 
step further, especially with the issue of FRS 
3—Reporting Financial Performance, and the 
amendment to SSAP 15—Accounting for Deferred 
Tax (based on FRED 2) by the ASB. In addition, 
the UITF has issued a number of ‘Abstracts’ to 
provide guidance in interpreting the requirements 
of the Companies Acts. There will soon be a need 
for a fourth edition of this text. Although the 
authors make it clear that the use of the expression 
‘generally accepted’ does not mean ‘generally 
adopted or used’, and have provided six criteria 
which formed the basis of their analysis of existing 
UK GAAP (see chapter 1: 2-3), the title of the 
book gives a different impression altogether. If the 
authors are agreed that their use of the term 
‘generally accepted’ does not imply ‘generally 
adopted or used’, then they might wish to consider 
a title which is more specific: for example, Account- 
ing Practices/Standards in the UK. However, that 
is a matter of judgement. 


University of Exeter E. N. M. Okike 


Financial Accounting—Principles and Issues. 
Michael H. Granof and Philip W. Bell, 4th ed., 
Prentice Hall, 1991. xv + 750 pp. 


At first glance, this would appear to be an easy text 
for a UK based academic to review. It is an 
American text and, as such, unlikely to be as 
suitable for teaching purposes as one of its British 
competitors. A more detailed investigation 
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suggests that such an attitude would be unduly 
dismissive. 

This is a substantial introductory text which 
runs to 750 pages in total. This is broken down into 
sixteeen chapters, each of which is well supported 
with numerous self-testing questions (with answers 
supplied in the text), questions for discussion and 
practical problems. There is an average of 6, 11 and 
. 23 of each type of question per chapter. The book 
seems to have been written with the intention of 
encouraging readers to think about the problems 
associated with accounting in the real world. This 
is reflected in both the text and the various end of 
~ chapter questions. Such an approach is to be 
commended. 

The first chapter deals with the definition 
of accounting but goes on to give thumbnail 

sketches of issues such as the economic conse- 
quences of accounting and the threat of litigation. 
While undergraduates ought to be exposed to 
such arguments at the earliest possible stage, 
Chapter 1 seems a mite over-ambitious. There 
would, however, be scope for returning to specific 
sections as the course progresses. Chapter 2 
deals with the main accounting statements 
(including an introduction to the cash flow state- 
ment) and Chapter 3 discusses bookkeeping. The 
next eleven chapters build on these foundations, 
bringing in «problems such as accounting for 
revenues, fixed assets, group accounts and so 
on. Chapter 15 looks at alternatives to historical 
cost and Chapter 16 is on the interpretation of 
` financial statements. The only major complaint 
which could be directed at this structure is that the 
chapter on interpretation comes far too late. There 
is, of course, no reason why this could not be 
remedied by tackling the chapter at an earlier 
stage. 

According to the preface, the book is an intro- 
ductory text aimed at a broad range of courses 
including MBA, undergraduate courses in accoun- 
tancy and one year courses forming part of degrees 
in other disciplines. While such claims make good 
sense from a marketing point of view, the book 
would appear to have been written with the needs 
of undergraduates on accountancy courses in 
mind. Considerable attention is paid to the mech- 
anics of accounting. This is unlikely to be of much 
use to non-accounting specialists who are probably 
looking for a more concise overview of the sub- 
ject—-possibly including some coverage of manage- 
ment accounting as well. | 

It would be difficult to recommend a US text- 
book which is heavily based upon FASB standards 
and American terminology to UK first year stu- 


dents as a main text. Lecturers on introductory | 


courses would, however, benefit from reading this 
book if only because it shows that there can be 
more to such classes than double entry and trial 
balances. Given the abundance of questions it 
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could also provide a very useful learning resource 
as a library purchase. 
University of John Dunn 
Strathclyde 


Financial Accounting. Arthur Hindmarsh and Mary 
Simpson. Macmillan, 1991. xxi + 357 pp. £40 hb, 
£12.99 pb. 


This book seeks to provide an introduction to 
financial accounting suitable for undergraduate 
courses and the foundation level examinations of 
professional bodies. If accounting is worthy of 
study in universities then it is necessary that the 
conceptual should transcend the technical. This 
however begs the question of what are the concep- 
tual foundations of financial accounting and, par- 
ticularly for teachers of introductory courses, how 
the conceptual should be intertwined with the 
teaching of accounting methods and techniques. 
The unequivocal stance taken on this issue by the 
authors gives this book its distinctive character. In 
their opinion it is logical that the conceptual 
foundations should be introduced before proceed- 
ing to a detailed consideration of accounting tech- 
niques. 

The first introductory chapter and the second, 
on concepts of value and profit, set the scene. A 
broad canvas is adopted together with a top-down 
approach in describing the range of organisations 
which provide financial accounting information 
and the variety of users’ needs. In order to illus- 
trate the role of accounting information in decision 
making, and in an attempt to create-a questioning 
and critical attitude of mind, every opportunity is 
taken to highlight the diversity of the situations in 
which accounting information is prepared and 
used. The style remains the same in the remaining 
chapters, which cover the mechanics of double 
entry, the conceptual framework, the valuation of 
assets, the preparation and interpretation of final 
accounts and flow of funds statements and, finally, 
price level accounting. 

This approach is not particularly successful as, 
on the evidence of this text, it is more likely to 
confuse and disorientate a beginning student than 
to result in an enquiring attitude of mind capable 
of taking a broad view and making a rational 
assessment of accounting methods as they are 
introduced. The latter objective, although desir- 
able, is over ambitious and ought to be guarded 
against. It is natural that university teachers of 
accounting should give primary consideration to 
concepts but care must be taken to identify the 
sub-set of concepts which are associated with an 
introduction to the techniques of accounting. 
At this level accounting is nothing without its 


WINTER 1993 


techniques and the first responsibility of a teacher 
should be to ensure these that are thoroughly 
understood. The objective of an enquiring and 
critical attitude can be attained, for example, by 
exploring the nature of the fundamental concepts 
of prudence and accruals and the part they play in 
shaping accounting methods. Properly taught tech- 
niques need not be revisited. A skimped or in- 
adequate introduction. provides the worst of all 
worlds: a need for further drill but an audience 
whose interest in the subject has been destroyed. 

Finally, in order to be satisfactory a textbook 
ought not to contain major technical errors, a 
requirement which is not satisfied in this book. On 
page 16 the concept of value to the owner is 
introduced and on page 18 it is described as equal 
to the present value of benefits from continued use 
by the owner. This will be the case only where 
present value is bounded from above by replace- 
ment cost and below by net realisable value. The 
discussion in the text provides no indication of the 
eclectic nature of the concept of value to the owner 
and the error is further compounded by the pro- 
vision of a footnote which asserts that “This ap- 
proach to value is used, for example, in the classic 
analysis of economic income by J. R. Hicks...’. 

This book cannot be recommended. 


University of Bristol John Forker 


Macmillan Dictionary of Accounting. R. H. Parker. 
Macmillan Press, 2nd ed., 1992. xvii + 307 pp. HB 
£40. PB £12.99. 


The preparation of a dictionary is both an ambi- 
tious and a daunting task. One might suspect 
that, to take the commitment on, one would need 
to possess a great deal of self-confidence, be 
willing to work very hard, and be an authority on 
the chosen subject area. We can only judge the 
second and third of these attributes on the basis 
of the product but, in these areas, we can be 
certain that Parker has cleared both hurdles com- 
fortably. 

He is of course extremely well qualified to 
undertake this important job. He is the senior UK 
accounting professor in post, and has been editor 
(latterly joint editor) of the leading UK journal 
Accounting and Business Research since 1975. He 
has a world wide reputation as a scholar, with 
particular specialisation in the historical and inter- 
national areas, providing valuable perspectives for 
this project. 

Macmillan Dictionary of Accounting was first 
published in 1984 and presumably sold well be- 
cause there were reprints in each of the next 
two years. At the time of initial publication, 
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Parker commented: ‘It is the fate of dictionaries to 
be in a continual state of revision and expansion 
and this one, if it is successful in its aims, will 
certainly grow in size through the years’. After 
an eight year gap the second edition is welcome, 
and possibly overdue. Using identical type-setting, 
the dictionary now comprises 307 pages com- 
pared with 185 previously, while the list of abbrevi-. 
ations and acronyms has nearly doubled to 9; 
pages. aoe 
The 1980s saw the appearance of a number of | 
new accounting dictionaries, reflecting the develop-. 
ment of accounting as an academic.discipline. ` 
Kohler’s Dictionary for Accountants, of course, ` 
had already reached its 6th edition by 1984, but. 
distinguishing features are that it is aimed at a 
North American market and has been prepared for 
accountants, which leads it to include many non- 
accounting terms of interest to practitioners. Ac- 
counting dictionaries first published in the 1980s 
include Ralph Estes’ Dictionary of Accounting 
(1981 and 1985) and Raymond Brockington’s A 
Concise Dictionary of Accounting and Finance 
(1986). 

Parker’s dictionary focuses on the ‘core areas’ of -. 
financial accounting, management accounting” 
and auditing, with substantial coverage also of 
public sector accounting and business finance. . 
Also notable is the fact that it deals with the 
terminology used by both British accountants 
and American accountants, with some reference 
made to European accounting institutions and 
legal forms to reflect the growing influence on 
British accounting from that quarter. Estes’ 
text, in common with Kohler’s, is North American. 
in both origin and focus; Brockington contains 
more on taxation, but in other respects its coverage 
is significantly less than that of Parker. aaa: 

Parker’s A to Z of Accounting—from Abacus 
to Z-score—has been targeted ‘in the first instance’ 
at students preparing for academic and pro- 
fessional examinations. It is probably in pursuit 
of this objective that it is written in a clear 
and straightforward style. However, it is more 
than a dictionary and has a far wider market 
than the student population. Many of the entries 
are substantial—upwards of 200 words—and 
comprise a brief but authoritative introduction 
to the topic. The dictionary should also prove 
useful to qualified accountants working in 
private practice, industry, government and 
the private sector seeking illumination on 
matters outside their immediate area of specialis- 
ation. 

It has naturally proved necessary for Parker 
to make some fairly arbitrary decisions con- 
cerning what to include in or exclude from the text. 
However, it would be churlish to criticise the odd 
omission, as any selection must reflect the preju- 
dices and priorities of the writer, and the same 
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observation would apply to the choices of the 
reviewer. 

There are only two criticisms that I would make 
of this text. Firstly, it includes ‘pen pictures’ of a 
small number of accountants. It is difficult to see 
why this list should not be significantly expanded; 
alternatively it would probably be best to leave 
them out, with the need for this kind of infor- 
mation hopefully to be well served by Vangermeer- 
sch-and Chatfield’s forthcoming encyclopaedia. 
Second, the preface to the second edition is ex- 
tremely brief. I think that readers would have been 
interested to discover the reasoning behind the 
two-thirds increase in the length of the dictionary 
compared with its predecessor. To help to fill this 
gap, I have compared the entries under A in the 
first and second edition and found the following 
changes: 


eThe inclusion of accounting journals (e.g. 
Accounting, Business and Financial History) 
and professional accounting bodies (e.g. Ameri- 
can Institute of Certified Public Accountants). 

e The correction of previous omissions, e.g. entries 
are now included for the Academy of Accounting 
Historians, ‘applied research’ and ‘annual ac- 
counts’, 

e More detail, e.g. annuity bond, annuity certain, 
and annuity due are now all defined as well as 
annuity. 

e The inclusion of new accounting terminology, 
e.g. ABC and ‘audit expectations gap’. 

e More US variations, e.g. ‘allowance for doubtful 
debts’ and ‘affiliated company’. 

e Additions to take account of new regulatory 
developments, e.g. an entry for the Accounting 
Standards Board. 


We therefore have a significantly updated, ex- 
panded and even better dictionary. I have in the 
past found it an invaluable reference book and, 
reading it for the purpose of this review, has made 
me realise that I have not previously exploited its 
full potential. I think Parker has done a first class 
job. It should achieve a substantial institutional 
and personal sale and, even those in possession of 
the first edition, need to make a further investment. 


Cardiff Business School John Richard Edwards 


Environmental Auditing and the Role of The 
Accounting Profession. The Canadian Institute of 
Chartered Accountants, 1992. 


This research report was commissioned by the 
Canadian Institute of Chartered Accountants 
(CICA) in 1991; it is one of a number of reports 
drawn up by business and professional bodies in 
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the last five years in response to concerns about 
environmental matters. The UK, for instance, has 
seen the ICAEW’s Business, Accountancy and the 
Environment; and Gray’s two reports for ACCA, 
The Greening of Accountancy and Accounting for 
the Environment; and the International Chamber 
of Commerce has issued a position paper on 
environmental auditing. Unfortunately, the CICA 
report does not compare well with any of these 
reports: it demonstrates neither the clarity of the 
ICC’s paper nor the imagination and creativity of 
Gray. 

This is not necessarily a criticism of the Study 
Group, chaired by Randy Billings, CA, which 
wrote the report; the fault may lie with the 
difficulties inherent in their subject matter. There 
were two tasks facing the Study Group: one was to 
define environmental audit; the other was to justify 
the involvement of accountants in environmental 
auditing. Neither was easy. 

The report begins by admitting the difficulties: 
‘In the context of environmental auditing, the term 
auditing is broadly defined. Its meaning is quite 
different from the narrower interpretation given to 
the term by the accountancy profession. There has 
been little, if any involvement by public accoun- 
tants in this broader type of auditing.’ 

But having glanced at the possibility that en- 
vironmental audit may have nothing to do with 
financial accountants, the Study Group quickly 
reassures itself (if not the reader). The accounting 
profession has developed expertise in attesting 
reported information, and ‘[bjecause of the new 
emphasis and meaning that is being given 
to environmental accountability ... environmental 
auditing services may be needed that require the 
types of skills that the accountancy profession has 
developed over the years’. 

At a very general level, it is possible to accept 
that there are similarities between financial and 
environmental reporting—in particular the grow- 
ing number of stakeholders (including regulators) 
with an interest in disclosure, and corporate re- 
liance on systems of internal control to ensure that 
management’s objectives are met. At first sight, the 
accountant can offer skills that are relevant to 
environmental reporting. 

But the Study Group runs into difficulties when 
it attempts to come to grips with the specifics of 
environmental audit. What it begins by describing 
as ‘a broad and varied field of endeavor’ soon turns 
into a morass. The report lists 18 terms roughly 
cognate to environmental audit: ‘corporate green- 
ing audit’, ‘environmental liability audit’ and so 
on. In an attempt to clarify the terminology, the 
report identifies three categories of environmen- 
tally related services which might be audits: site 
assessments, operational compliance assessments 
and environmental management system assess- 
ments. Each is reviewed in turn, and the conclusion 
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is reached that they may sometimes be audits 
and sometimes not. Environmental management 
systems assessments are audits “in theory, not 
yet in practice’; site and operational compliance 
assessments are audits ‘possibl[y] in theory, not 
usually in practice’. To make matters worse, 
the Study Group acknowledges that these 
categories are not mutually exclusive. If a 
company reviews its compliance with regulatory 
requirements, it is carrying out an operational 
compliance assessment {which is not usually 
an audit); if it takes the review further, and 
considers compliance with its own internal 
policies, it is carrying out an environmental man- 
agement systems assessment (which is an audit in 
theory). 

The Study Group trudges through this kind of 
analysis for some time before arriving at the 
unsurprising conclusion that these terminological 
problems reflect the absence of standards. Without 
standards, names can be used interchangeably, 
and users can be left confused about the scope 
of an ‘assessment’ and the amount of assurance 
it gives. This is a valid point, but one that was 
made far more concisely by Gray and Symon 
(1992). 

The Study Group proceeds to make the case 
that, whatever environmental auditing is, it 
can be done by accountants. Accountants ‘do 
lack ... detailed knowledge of environmental laws 
and regulations, and the in-depth scientific, 
engineering and applied/process technology fields 
called for in most such assessments’. They 
compensate for these deficiencies, however, by 
their expertise in planning and carrying out audits 
and in identifying systems controls and weak- 
nesses. Power’s 1991 comment seems entirely 
relevant here: ‘{T]raditional audit expertise 
appropriates environmental issues and translates 
them into its own economic and risk-based 
language’. 

It is difficult to recommend this report as a 
reference book or a source of ideas about environ- 
mental audit. As an insight into the chaotic state 
of the art and the empire-building pretensions of 
the accounting profession, it is, unfortunately, 
revealing. 


References 


Gray, R. and Symon, I. (1992), ‘An environmental audit by 
any other name...’, Integrated Environmental Management, 
No 6, pp. 9-11. 

International Chamber of Commerce (1991), An ICC Guide to 
Effective Environmental Auditing, ICC Publishing, Paris. 
Power, M. (1991), ‘Auditing and Environmental Expertise: 
Between Protest and Professionalisation’, Accounting, 
Auditing and Accountability Journal, Vol. 4, No. 3, 

pp. 30-42. 


Sheffield University Josephine Maltby 


93 


Accounting for the Environment. Rob Gray with Jan 
Bebbington and Diane Walters. Paul Chapman 
Publishing in association with ACCA, London 
1993. xix + 367 pp. £15.95 (PB). 


Accounting for the Environment is subtitled The 
Greening of Accountancy Part II. The earlier book 
(Gray, 1990) was a response to the Pearce report 
and its implications for the accountancy profes- 
sion, moving from an overview of the issues raised 
for economics by environmentalism to a review of 
the possibilities for action by accountants” and 
managers. Accounting for the Environment sums up 
the progress that has been made by accountants in 
responding to the environmental challenge. 

This book is something of a hybrid, as it admits 
at the outset. It is designed as an introduction to 
the issues for the general reader, a textbook for 
undergraduate or postgraduate students and a 
manual for managers. Furthermore, despite its 
title, it deals with environmental management as 
well as environmental accounting. This is a very 
broad remit, which might have created a muddled 
book. But Accounting for the Environment succeeds 
in meeting all its different objectives. 

This is partly due to its sensible structure. An 
introductory section sets the scene with. an 
overview of the environmental agenda for business. 
The next, long section deals with management 
information and management accounting, includ- 
ing environmental audit, budgeting and investment 
appraisal. This is followed by chapters on external 
relations—reporting environmental issues to 
banks, investors and the public at large. The final 
section considers the way forward for environmen- 
tal accounting. 

A major strength of the book is the number of 
practical examples it includes. The authors’ re- 
search encompassed wide reading, interviews and 
meetings with representatives of over 40 organis- 
ations, and questionnaire responses from a further 
200. This has produced, in addition to a really 
excellent bibliography, a wealth of examples of 
environmental accounting and management tech- 
niques in action. Some techniques are in wide- 
spread use already, such as the development of 
environmental management systems, and the book 
gives a lucid account of how to apply them. Others 
are speculative, such as energy unit accounting, or 
problematical—iife cycle analysis ‘cannot fulfil its 
claims and aims’. It is a virtue of the book that the 
authors admit the shortcomings as well as the 
advantages of the techniques they review. The very 
interesting description of BSO/Origin’s environ- 
mental accounts for 1990 admits, disarmingly, that 
‘One would be ill-advised to place any weight on 
these accounts’. It is an avowed aim of the book 
to encourage experimentation by accountants in 
adopting new practices, and its realistic assessment 
of the merits of accounting techniques is more 
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likely to attract practitioners than uncritical enthu- 
siasm. 

Another helpful feature is the liberal use of 
quotations from different sources—extracts 
from annual reports and environmental reports, 
examples of companies’ environmental policies 
and checklists for management action. These will 
be immensely useful, in particular to smaller 
- businesses interested in developing management 
information systems but lacking the resources to 
do.so from scratch. They also increase the attrac- 
tiveness of the book as a text for students in a field 
where information is scattered over a variety of 
journals and newsletters. 

The richness of detail is an indication of the level 
of activity in environmental accounting over the 
_ past few years. But despite the number of firms 
demonstrating concern for their impact on the 
environment, Gray’s view is finally a bleak one. 
Environmental accounts are drawn up on a going 
concern basis that is arguably invalid; economic 
activity as the developed world conducts it is not 

“sustainable. Even if substantial change were poss- 

` ible, it might.come too late to repair a massively 
<. damaged environment. Gray acknowledges the 

_ argument that accounting is so far implicated in 
the destructive exploitation of resources that it is a 
bad. tool to use in their defence. But ‘one works 
with: the tools to Hand: business and accounting are 
those available. If the business and accounting 
agenda are the only games in town, one can choose 
to play or not play. We choose to play—in the 
meee that it may be possible to change that agenda 


: The quotation, for me, exemplifies the tone of 
this book—it recognises that only systemic change 
can solve our environmental problem, but it still 
leaves a role for individual action, to mitigate the 
continuing damage and to raise awareness of the 
need for concerted action. And the variety of 
initiatives that Gray identifies (“In Scandinavia six 
studies on milk containers have been published, all 
of which come to different conclusions’) gives some 
hope that the human ingenuity that got us into this 
mess may yet get us out of it. 


Sheffield University Josephine Maltby 


Business Behavior and Information. Yuji Ijiri and 
Isao Nakano (eds). Carnegie Mellon University 
Press, 1992. xvi + 200pp. US$185. 


This book contains seven papers presented at the 
Kobe Forum, ‘Business Behavior and Infor- 
mation’, held at the Kobe International Confer- 
ence Centre in November 1991. The Forum was 
organised by the Research Institute for Economics 
and Business Administration, Kobe University, 
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Japan, in co-operation with the Graduate School 
of Industrial Administration, Carnegie Mellon 
University, Pittsburgh, USA. Three papers are by 
authors from Carnegie Mellon University, three 
are from Kobe University and one is by an author 
from Hitotsubashi University. 

The first paper by Yuji Ijiri is entitled ‘Business 
Behavior and Accounting Information: Focusing 
on Subjectivity and Internationalization of Infor- 
mation’. This paper studies the relationship 
between business behaviour and accounting infor- 
mation and also identifies the role of subjective 
information and related issues that arise from the 
internationalisation of business and accounting. 
Standard ‘information structure’ analysis is used 
and the effects of aggregation on the ‘decision 
usefulness’ role of accounting information are as- 
sessed. Under this approach information structures 
are viewed as systems which attempt to represent 
‘reality’ as faithfully as possible. [jiri notes, how- 
ever, that this approach could be somewhat artifi- 
cial. For as the Nobel Laureate Niels Bohr, one of 
the founders of modern molecular theory, has 
opined: “There is no quantum world. There is only 
an abstract physical description. It is wrong to 
think that the task of physics is to find out how 
nature is. Physics concerns only what we can say 
about the nature.” Compare this with the position 
taken by the ‘positive accounting’ theorists that 
financial position and performance are themselves 
inherently ambiguous and non-observable and that 
therefore accounting, rather than being a faithful 
representation of underlying ‘true’ economic real- 
ity, becomes reality itself. Ijiri then goes on to 
explore briefly several other topics, including the 
role of Bayesian analysis and neural network 
methods in reducing the effects of subjectivity in 
accounting measurements. 

The second paper is by Kazuo Shimomura and 
deals with the economics of falsified information. 
It develops a model of asymmetric information 
where an entrepreneur co-ordinates labour and 
capital inputs to produce a single non-storable 
commodity. The entrepreneur and labour seek to 
manipulate private information so as to maximise 
their own gains. The paper’s principal contribution 
is to show that the well known gains from trade 
proposition does not generally hold for Nash 
equilibria which involve the use of falsified infor- 
mation. 

Shyam Sunder, the author of the third paper, 
uses the seminal analysis of Hayek (American 
Economic Review, 1945, p. 519) to summarise the 
arguments for and against regulation of insider 
trading. He notes that regulation of insider trading 
is the outcome of two conflicting criteria. First, 
considerations of fairness and property rights 
suggest that public policy should seek to minimise 
insider trading. Efficiency considerations, however, 
dictate that markets will be better informed and 
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therefore allocatively more efficient, if those in 
possession of inside information are allowed to 
exploit it for private gain. Two factors are 
important in formulating a public policy that 
takes account of these contradictory criteria— 
pragmatic enforcement and stability of policy over 
time. Following Hayek, he advances a principle 
of minimal regulation which would help protect 
the economy from the tendency of government 
bureaucrats to entrench and perpetuate them- 
selves. 

Hiroyuki Itami, the author of the fourth paper, 
writes on informational ‘Ba’. ‘Ba’ is a Japanese 
word used to describe subtle individual and group 
behaviours in organisational and social situations. 
It plays an important role in Japanese culture and 
so Professor Itami uses it to lay down a kind of 
informational taxonomy. Four basic requirements 
must be satisfied for ‘ba’ to emerge: agenda (infor- 
mation concerning what?), interpretation code 
(how should one interpret information?), infor- 
mation carrier (what media carry the information?) 
and association desire (the existence of co- 
vibration). The essay discusses each requirement 
and possible interactions between them as well as 
how they may be used to ensure that organisations 
make efficient use of the information that ts avail- 
able to them. 

The fifth paper, by Hidetoshi Yamaji, attempts 
to rationalise contemporary American financial 
reporting practices in terms of a game theoretic 
model. After providing a brief history of the 
regulatory procedures governing state railroads, 
steel producers and labour unions, Professor 
Yamaji briefly examines the part that ‘blue sky’ 
laws played in the formation of the Securities and 
Exchange Commission. He then goes on to argue 
that in an advanced industrial society like the 
United States, accounting information is used as a 
defensive mechanism in a non-cooperative game. 
Its principal function is to act as a device for 
avoiding destructive solutions of the ‘prisoner’s 
dilemma’ type. Interestingly, the evidence indicates 
that this is a role which has emerged for accounting 
only in the last hundred years. 

Timothy McGuire and Nancy Melone co- 
authored the sixth paper entitled ‘Conservatism in 
Integrating Information: Implications for 
International Management’. The paper uses Ijiri’s 
well known ‘soft/hard’ information dichotomy to- 
gether with developments in the psychology 
literature to investigate three major themes. First, 
they examine incentive-induced data biases, show- 
ing that biases are not invariant to the context 
and/or the individual. Secondly, the role of 
ambiguity (‘uncertainty about uncertainty’) is 
shown to be a pervasive problem in efforts to 
extract hard information. Finally, aggregation 
problems with soft information are examined; it is 
argued that a collected set of soft information is 


95 


better (harder) than its constituent components. 
Particular attention is paid to the so called 
‘base rate fallacy’, a situation in which 
individuals ignore or grossly underweight paor 
information. 

The final paper, by Hideki Yoshihara, aiie 
the topic of the use of the English language by 
multinational Japanese companies. Three major- 
themes are stressed. First, information and .de- 
cision-making processes in Japanese multination- 
als are dominated by Japanese employees. Sëcond, 
if foreign executives and middle managers ate not 
to become increasingly frustrated, then partici- 
pation will have to increase. Third, changing infor- 
mation processing and decision-making systems so 
as to promote use of the English language should 
help to solve this problem. The paper also provides 
an interesting (short) history of the way the infor- 
mation needs of Japanese multinationals have 
varied with the development of Japanese export 
industries. f 

This is a thoughtful and useful collection. 
of papers; they are written in a .clear-and simple. 
style which should be accessible to most under-: 
graduate students. Some of the papers would rep=. 
resent good introductory reading for a course:on’ 
the economics of information. No doubt the book ' 
will also find a place on the reference lists of many 
International Accounting courses. It is. -rec- 
ommended to those who have an interest. in. either 
of these areas. 


University of Wales, Mark Tippett. 
Aberystwyth | ae a 


Handbook of Business Valuation. Thomas L: West 
and Jeffrey D. Jones (eds.). Wiley; ` 1992. 
xxvi + 438 pp. £59. i 


This rather costly book tells us that every year 
some 120,000 businesses are sold in the USA, and 
that many hundreds of brokers (members of their 
own Association) make valuations and arrange 
sales. One of the contributors assures us that 
brokers are no longer shysters, but have become 
certified members with ethical codes. (A similar 
profession—‘business transfer agents’-——-has devel- 
oped in Britain, on a lesser scale. It seems to consist 
mainly of small specialist firms, but large firms of 
chartered surveyors also have departments for this 
work.) 

Some forty brokers have each contributed a 
chapter for the book. They mostly are blessed with 
a racy style, and spice their articles with folksy 
sayings. The first section, eighteen chapters, de- 
scribes the market and the writers’ valuation 
methods. The remaining twenty-two chapters de- 
tail the special features of different industries— 
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motels, accounting firms, restaurants, etc., etc. The 


typical firm considered is a ‘Mom and Pop’ affair: 
_ the buyers may sell their home to provide part of 
the price, and the rest comes from a loan by a bank 
or the seller. Provided they are ready to work hard 
and there is plenty of parking space, the buyers of, 
e.g., a grocery store may prosper even though they 
have little experience in groceries and know noth- 
ing about general business. Many sell again after 
some eight years—presumably to draw breath and 
then start afresh. | 
The make-up of the book prompts two hostile 
criticisms. First, it is excessively repetitive; if the 
editors had boiled down the first two hundred 
pages to fifty, little would have been lost. Second, 
it must—to a theorist at least—seem to lack 
a unifying intelléctual structure, grounded in 
economics; Bonbright’s Valuation of Property gets 
only one passing reference. Each contributor de- 
scribes his favourite method; this may be based on 
assets or market comparability or income or rule 


of thumb—and our old super-profits method, | 


which I had thought dead for forty years, gets an 
approvitig : ‘chdpter.. And the methods must be 
varied ` in the light of ‘art’ or ‘judgement’ or ‘gut 
feeling: 

A satisfying’ treatment would surely compare 
the methods and rank them in order of suitability. 
If the broker who does the valuing acts on behalf 
of both parties (as often is the case), his chosen 
figure. becomes a self-justifying prophecy, and its 
adoption” may: gratify him but otherwise proves 
little. .The théorist is left yearning for. something 
that’ ‘he will probably never get—a predictive 
trial. “his would test each method by comparing 
its vA üe. figure with actual sale prices, in a 
mark a £ whose members knew nothing about the 
test anid: had not been corrupted by training in the 
methods. 

The“book says sadly little about a problem that 
to my mind is here central for the theorist—the 
relationship between the balance sheet (i.e. net 
assets) and the firm’s value. If, as seems logical, 
value depends on the cash flows that will become 
available to the owner, why do we not concentrate 
on the flows and ignore the assets? It is certainly 
untrue that £x of assets can always guarantee £y of 
yearly receipts. So is our regard for assets merely 
a hangover from naive thinking—from memories 
of childhood days in which we were delighted by 
our solid toys but had scant notions of future 
benefits? Here lies one of the most intriguing 
problems of accounting theory. 


London School of Economics W. T. Baxter 
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International Financial Accounting. G. G. Mueller 
and L. Kelly. Prentice Hall, 3rd ed., 1991. 400 pp. 


This is a revised edition of an earlier text, 4 New 
Introduction to Financial Accounting by May, 
Mueller and Williams, which was almost twice the 
length. The new edition is lighter weight in several 
ways but may well be targeted at a different 
audience. 

In the first chapter the objective of the text is 
clearly defined as to provide an introduction to the 
role of financial accounting in society. This might 
lead us to expect a significant emphasis on the 
social value of accounting information but this is 
in fact dealt with in sixteen pages only. The text 
follows a very similar pattern to its earlier edition 
and reflects a traditional approach to the topics 
included. 

One of the patterns is to introduce a subject and 
then return to it. So, for example, Chapter 4 
introduces the concept of owners’ equity and 
Chapter 11 examines this area in greater depth. In 
their desire to provide a comprehensive cover, the 
authors have attempted to include everything and 
one is left with the feeling that a student coming to 
accaunting for the first time might be left some- 
what confused by the brief glimpse of consolidated 
accounts and by the chapter on inflation account- 
ing. 

The final chapter of the text claims that it 
demonstrates how decision-relevant accounting in- 
formation is produced by financial accounting. 
Perhaps such a statement is convincing to an 
introductory accounting student and perhaps the 
authors really believe it. However, the text could 
have benefited from some recognition of the prob- 
lems existing in the real world in the preparation 
and use of financial information. The suggestion in 
Chapter 14 is that the audit function ensures the 


‘quality of the information but there is recognition 


of the practical difficulties. 

In its favour, the book is clearly written and well 
presented with a much nicer cover than would be . 
found on a UK text book. It comes with the usual 
convenient package of teachers’ guide, student 
guide, test bank etc. which make life for academics 
whe adopt these texts significantly easier. It is, 
however, a book primarily for the American mar- 
ket and is unlikely to be of interest to lecturers on 
UK accredited degrees. It might have a place on a 
business studies or economics degree where a 
surface knowledge rather than a highly technical 
input is required. 


University of Hull ` Moyra J. M. Kedslie 
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General 


Papers should be as brief as possible consistent with the journal’s objective (see reverse of Contents page). 
They should be typed. and double-spaced. Three copies should be submitted together with a submission 
fee of £18 for subscribers or £36 for non-subscribers. In order to ensure an anonymous review, authors 
should not identify themselves directly or indirectly. Experience has shown that papers which have 
already benefited from critical comment from colleagues at seminars or at conferences have a maca better 
chance of acceptance. 
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Presentation 


A cover page should show the title of the paper, the author's name, title and affiliation, and any 
acknowledgements. The title of the paper, but not the author’s name, should appear on the first. page 
of the text. An Abstract of 150-250 words should be provided on a separate page immediately preceding, 
the text. 


Tables and figures 


Each table and figure should bear a number and a title and should be referred to in the text. Sources 
should be clearly stated. eee ane 


Footnotes Dra 


Footnotes should be used only in order to avoid interrupting the continuity of the text and should not 
be used to excess. They should be numbered consecutively throughout the manuscript with superscript 
arabic numerals. They should not be used in book reviews. a 
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1980, p. 24). Wherever appropriate, the reference should include a page or chapter number. Only works 
cited in the paper should be included in the list. Citations to institutional works should if possible employ 
acronyms or short titles. If an author’s name is mentioned in the text it need not be repeated in the 
citation, e.g. “Whittington (1986, p. 6) states. 


In the list of references titles of journals should omit an initial ‘The’ but should not othétwise be 
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Style and spelling 
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